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VOL. XXIX JULY, 1954 NO, 3 


SPOTLIGHT ON 
PERSONAL ACCOUNTING 


Drxon FAGERBERG, JR., C.P.A. 
Phoenix, Arizona 


HE PURPOSE of all economic activity 

is the overall increase of per-capita 

wealth. How is such wealth and its 
accumulation to be measured and re- 
ported? The obvious answer is: by the 
balance sheets and income statements of 
individuals. But for some strange reason 
personal financial statements, backed by 
double-entry books of account, are almost 
mythical entities. Accounting practitioners 
throughout the land can testify that the 
number of individuals who maintain 
proper accounts for their resources, debts, 
net worth, occupational revenue and ex- 
penses, and living costs are extremely few 
and far between. Even among business and 
professional men whose financial affairs 
most urgently require the coordination 
that only proper accounts can give, inte- 
grated accounting records are rarely uti- 
lized. 

This also evidences itself in the liter- 
ature of the profession. For instance, in 
the Index of the AccounTING REvrew for 
1926-1950 only ome reference is made to 
the subject of personal accounting. It all 
adds up to the plain fact that accountants, 
having been preoccupied with measuring 
the capital and income of the producing 
unit, the business enterprise, have perforce 
neglected the accounting for the ultimate 
unit, the individual. 

What are the reasons for the blind spot? 
Is it that personal accounting is not worth 


what it costs? Or is it that in the concen- 
tration on the pressing needs of the busi- 
ness world it has seemed unimportant to 
point out to the general public the func- 
tions and advantages of personal account- 
ing? Whatever the explanation may be, 
the whole subject now warrants explora- 
tion, for no other field of accounting serv- 
ice touches human activities at so many 
points. 

Fortunately, as the supply of account- 
ing manpower increases the means for 
meeting this lagging need will become 
available. It is high time, therefore, that 
a rationale and philosophy be developed 
concerning the accounts of individuals. In 
this preliminary effort toward that end an 
attempt will be made to crystallize the 
following aspects of the subject: 


Historical—What part has personal account- 
ing played in general business evolution? 

Economic—In the modern world, why do each 
individual’s economic affairs so rapidly 
reach the point where personal accounting 
becomes essential? 

Financial—Exactly how can proper account- 
ing contribute to the financial welfare of the 
individual family unit? 

Practical—Once having demonstrated that the 
value of an accounting setup will greatly ex- 
ceed its cost, how can personal accounting 
be “sold” to the individual? 

Social—And finally, what about the long range 
community implication of applied personal 
accounting? 
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HISTORICAL PERSPECTIVE 


When systematic financial record keep- 
ing was first invented, business was com- 
monly conducted by individuals for their 
own account. A man’s household was his 
place of business and his trading transac- 
tions and business affairs were closely in- 
terwoven with his living expenses and per- 
sonal affairs. Consequently separate sets 
of books were seldom maintained for the 
business and the household as distinct 
units. To do so was regarded as an im- 
practical overrefinement, for after all the 
individual had only himself to account to. 

All this was changed when the individ- 
ual was forced to account to others in the 
natural course of doing business. The 
break came with the rapid growth of trade 
under the stimulus of the Crusades, when 
the Italian city-states became wealthy 
meccas of prosperous commerce. To cope 
with the expansion of the trading territory 
and the accelerated volume of business, 
the practice of trading through agents and 
partners was inaugurated. At this juncture 
accounting for the business unit as a sepa- 
rate entity, divorced from the household, 
became a practical necessity. So from this 
time onward Father found it advantageous 
to go down town to pursue his occupation, 
the bookkeeping for the business could no 
longer satisfactorily be performed on the 
dining room table, and the household ac- 
counts (if maintained at all) usually com- 
prised mere single-entry memoranda of 
living expenses, more than likely recorded 
by Mother in a little black book for house- 
hold budget purposes only. And ever since, 
personal accounting as a whole has been a 
single-entry, memorandum, secondary, 
and commonly neglected affair. 

But in passing it is important to re- 
member that, historically, accounting for 
the business enterprise got its start from 
individual accounts, and that the financial 
nature of business transactions and per- 
sonal transactions are generically the same, 


differing only in the strictness of account. 
ability and in the complexity of the ac. 
counts themselves. Stated differently, 
early individual accounting introduced the 
fundamental “sole proprietorship” concep. 
tion of accountability. So fundamental 
was this conception that it is applied, with 
appropriate refinement, to this day. That 
is why the present predominant form of 
business ownership, the corporation, js 
commonly regarded and explained as 
being an “artificial person”’ or legal entity 
which, as a consequence of social inven- 
tion and adaptation, has taken the place 
of the natural persons who characteristi- 
cally owned the largest business units when 
accounts were first used to systematically 
control an enterprise’s financial affairs. 


PERSONAL ACCOUNTING TODAY 


Today a man writes a check to pay a 
life insurance premium, another to buy a 
$25 Savings Bond, and another to pur- 
chase a share of a major corporation hav- 
ing foreign subsidiaries, and he thereby 
acquires a financial interest in diverse 
assets of every description located all over 
the face of the earth. Nothing could better 
illustrate the minute subdivision of asset 
ownership, the sharp severance of owner- 
ship and managerial control, and the mul- 
tiple forms of property characteristic of 
modern economic society. 

Briefly analyzing these phenomena, it is 
manifest that the carefully accounted busi- 
ness dollars of enterprise units and the 
usually unaccounted personal dollars of 
individuals are the same dollars. For exam- 
ple, the labor costs of the employer con- 
stitute the revenues of the employees. Con- 
versely, the purchases of the consumer are 
the sales of the retailer. Again, the prime 
liabilities of the banks are the cash re- 
sources of the depositors. Similarly, the 
public debts of governments are the assets 
of the bondholders. Generalizing, what is 
revenue to one entity is inevitably an ex- 
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pense to some other entity, and what is a 
receivable on one balance sheet must be a 
payable on some other balance sheet. The 
ownership equities in the tangible, cen- 
trally-controlled productive facilities of 
this technological age (typified by facto- 
ries, railroads, and buildings) are repre- 
sented by intangible, marketable, non- 
operative paper assets (typified by stocks 
and bonds) tucked away in millions of 
safe-keeping boxes. The gist of the whole 
matter is that modern economic activity 
is reciprocal and multi-dimensional in 
character and whether viewed from a bal- 
ance-sheet or an operational point of view 
the ultimate impact is upon the individual 
because of the simple basic fact that it is 
the people of the world who operate the 
world and own the world’s resources. 

Now consider the effect of the twentieth 
century economy on the financial struc- 
ture of the typical working, saving family 
man. In the first place, thanks to mass 
machine production, he owns more tan- 
gible property dedicated to his family’s 
welfare and general enjoyment of life than 
ever before. In the ,second place, the in- 
vestment of his savings is preponderantly 
not in the form of whole units he owns by 
himself, but rather in the form of fractional 
units he owns jointly with perhaps millions 
of other investors. 

More concretely, if balance sheets were 
prepared at regular intervals from the 
time a man was married until he retired, 
what would those successive balance 
sheets generally show? The very first one 
would usually reveal a very modest bank 
account, with the remainder of his assets 
in the form of articles used in actual living, 
such as furniture, household equipment, 
clothing, and personal belongings. The 
next balance sheet would probably show 
the ownership of a house and a car (offset, 
respectively, by an FHA mortgage-note 
and a conditional sales contract), as well 
as an investment of several hundred dollars 
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in tools, instruments, books, and equip- 
ment needed in pursuing his occupation. 
On the third balance sheet would appear 
several fractional interests in central in- 
vestment pools, perhaps including a sav- 
ings account, several savings bonds for 
the baby, and maybe a life insurance 
policy. And from there onward each suc- 
ceeding balance sheet would typically 
reveal (a) a gradually increasing net 
worth, (b) a constantly larger percentage 
of net worth in the form of intangible 
earning assets instead of tangible “per- 
sonal-use’’ assets, and (c) an ever-widening 
participation with others in the ownership 
of his earning assets, as illustrated by his 
partnership interest in a profession or 
business, a small joint land venture with 
Bill Smith, his stocks and bonds, his life 
insurance policies, and even his savings 
account. 

The upshot of it all is that the financial 
structure of the family entity today is sur- 
prisingly complex. No wonder accounting 
for the individual can no longer be re- 
garded as a passive adjunct of home eco- 
nomics, a mere budget mechanism for 
keeping track of living expenses on the 
false presupposition that family assets are 
static and that family income is fixed and 
unfluctuating like an annuity pension. 
Rather, it has a new and dynamic function 
hitherto scarcely realized—namely, the 
function of integrating and coordinating a 
person’s financial affairs. 


FINANCIAL BENEFITS 


The principles, procedures and mechan- 
ics involved in accounting for individuals 
are basically the same as in business ac- 
counting. Their immediate objective, the 
preparation of meaningful financial and 
operating statements, is also the same. In 
pointing up the financial benefits to be 
derived from personal accounting, atten- 
tion will therefore be centered on the per- 
sonal financial statements as instruments 


Dunt- 
ac. 
ntly, 
d the 
cep- 
ental 
with 
hat 
of 
as 
tity 
ven- 
isti- 
hen 
ally 
ay a 
ya 
pur- 
hav- 
reby 
erse 
over 
etter 
asset 
ner- 
nul- 
c of 
it is 
Dusi- 
the 
s of 
cam- 
con- 
on- 
are 
rime 
re- 
the 
ssets 
at is 
ex- 


358 


for reflecting the underlying economics of 
an individual’s affairs. 


Fundamentals of Personal Economics 


Inheritances excepted, the wealth of any 
individual is the result of his past earnings, 
the amount of such earnings he has saved, 
and the way he has invested those savings. 

The first principle of personal economics 
is: Earnings less living expenses equal sav- 
ings. There is little saving potential if a 
man’s earnings are small, but even if they 
are substantial his wealth can increase only 
to the extent that he spends less than he 
makes. 

But just as important as the net amount 
he makes and the way he made it is the 
manner in which the funds saved are in- 
vested. If his investment policy is wise, 
what he has made will grow; otherwise, it 
will decline. 

To be of the utmost benefit, an individ- 
ual’s accounts should therefore be de- 
signed to produce financial statements that 
will clearly portray net results in terms of 
three basic factors: (1) earning power, (2) 
saving power, and (3) investment sagacity. 


Source and A pplication of Funds Statement 


Because it gives balanced emphasis to 
the three fundamental considerations 
above enumerated, an excellent lead-off 
statement in personal financial reports is 
one which explains the increase or decrease 
in net worth by analysis of the asset and 
liability changes that have occurred dur- 
ing the period under review. To give an 
oversimplified hypothetical illustration, 
consider the investment significance of 
what the following five men did with their 
equal net annual saving of $3,000: 

A—added $3,000 to his bank account. 

B—reduced the mortgage on his home by 

$3,000. 

C—purchased a $1,000 government bond, 

bought $1,000 of American Airlines com- 


mon stock, and paid off the long standing 
$1,000 owed his mother-in-law. 
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D—bought an $18,000 Michigan farm against 
which he assumed a $15,000 ten-year 
mortgage. 

E—acquired a half interest in a laundry for 
$9,000 but in order to do so signed a $6,009 
bank note payable in three annual instal]- 
ments of $2,000. 


Besides giving valuable condensed infor. 
mation in its own right, the “Source and 
Application of Funds” statement serves 
as a bridge between the individual’s open- 
ing and closing balance sheets and, at the 
same time, shows exactly what happened 
to the net gain or loss in the individual’s 
capital. 

By introducing a third dimension often 
never considered before, it frequently 
gives people a brand new insight into the 
true trend of their affairs. 


Statement of Earnings 


The sources of personal earnings are 
practically unlimited and vary with each 
individual’s land, labor, capital and enter- 
prise. A detailed operating statement of 
the principal source of business or pro- 
fessional income is of course essential. The 
plumber’s operating statement should 
show everything worth knowing about his 
plumbing shop operations, as should the 
dentist’s concerning his dental practice. 
Such net income will then appear as the 
first item on the individual’s summarized 
statement of earnings, to be followed by 
the supplementary items of income or loss 
arranged in the order of their magnitude 
and drawn up in comparison with the re- 
sults achieved in the preceding accounting 
period. Since a successful man’s holdings 
will normally expand year by year, this 
supplementary investment income is of 
constantly increasing importance and for 
that reason the rate of return on his earning 
assets should be emphasized in his state- 
ments of earnings. Following is a simplified 
illustration of this beneficial but often 
omitted feature: 
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Rent from business 
Dividends 
Interest on savings 
Gain (loss) on 


Overall Income, Investment and Yield................. 


Statement of Living Expenses 

The ultimate goal of all earning and sav- 
ing is happy living, hence the analysis of 
living costs is especially important because 
itis one means of getting more and better 
living per dollar of family expenditure. 
Statements of living expenses should be 
prepared in comparison with similar prior 
statements, and they may advantageously 
be broken down to a per-capita basis. The 
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Average 
— Investment Yield 
(Annualized) 

ie ok $ 175 $ 5,000 3.5 
,000 25,000 8.0 
700 10,000 7. 
400 10,000 4.0 
300 2,000 15 
(1,000) 5,000 (20.0%) 
$2,575 $57,000 (4.52%) 


key factor, however, is the adoption of a 
sound classification of expenses which can 
be easily expanded or contracted to the 
extent desired. Below is a table presenting 
such an expense pattern. All items are 
classified into four broad categories as to 
the general nature of the service or thing 
paid for, but this subdivision can be dis- 
pensed with if preferred. The expenses are 
also classified according to the main func- 


TABLE 
A B C D 
Functions Payments for Payments for Non- Materials and Contractual Charges 
Personal Services Personal Services Supplies and Otker Costs 
1, Income taxes 
(deductions from 
income) Federal and State 
2, Future security _ — _ Life insurance 
Fed. old-age contribu- 
tions 
3, Pursuit of occupa- Fees for specialin- Commutation fares Uniforms Dues or Licenses 
tion struction Tools 
4. Food Cook’s wages Food locker rentals Groceries — 
Seeds 
Meals out 
5. Clothing Dress-making Laundry service New clothes _ 
services 
6. Shelter (housing) Painter’s wages House rent Paints Taxes 
Anti-termite service Yard tools Insurance 
Depreciation 
i Household Plumbing service Telephone service Supplies Repairs 
operation Electricity Fuel & ice Furniture insurance 
8. Transportation _ Rail or air fares , Oil, . License plates 
Batteries Depreciation 
Insurance 
9. Health Doctor bills Lab and X-Ray Medicines Hospitalization 
Nurse bills tests Toilet articles insurance 
10. Education — Tuition Books _ 
School supplies 
11. Social, Cultural Pro fees for golf | Motion pictures equipment Club and Associa- 
and Recreational lessons admissions — supplies tion dues 
Tobacco 
12, Gifts—Donations — -- — Charitable and Non- 
Charitable 
13, Miscellaneous Legal and Ac- Advertising ewelry Interest on debts 
Costs counting Services Postage uxury items Children’s allowances 
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tions of living, it being recognized that the 
main things we do that are not free are 
to pay our income taxes, pursue our re- 
spective occupations, eat, wear clothes, 
protect ourselves from the elements, sleep, 
move through space, fraternize, and give 
to the less fortunate. Specific expense 
items are inserted in the table for purposes 
of concrete illustration. 


Balance Sheet 

The net results to date of a person’s 
prior effort, thrift and investment wisdom 
are reflected in his latest statement of 
assets, liabilities and net worth. 

The balance sheets of no two people will 
ever be exactly alike because the nature 
of an individual’s resources and debts may 
comprise any conceivable combination of 
all the multitudinous forms of wealth and 
indebtedness devised by the ingenuity of 
man. Nevertheless, there is a general 
balance-sheet structure that will fit any 
case. It follows the orthodox asset-and- 
liabilities classification used in the balance 
sheets of business enterprises. The struc- 
ture further divides itself into two natural 
parts, the personal or “living” fund and 
the business or “‘make-a-living” fund. Con- 
cretely, here is a general balance sheet 
pattern which will give any individual a 
clearcut box score of how he stands finan- 
cially: 


“Per- “Busi- Com- 
sonal” ness” bt 
Fund Funds Funds 
Liquid Assets............ Xxx xx xx 
Other Current Assets..... xx xx xx 
Enterprise Equities....... xx xx xx 
Tangible Properties....... xx xx xx 
Total Assets........... xx xx xx 
Short-term debt.......... xx xx xx 
Long-term debt.......... xx xx xx 


Other Financial Benefits 

By using the standard statements above 
outlined, any person can tell where he is 
and whither he is headed financially, and 
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knowing this, can better judge what to dp 
and how to do it. Beyond this, he cay 
readily assess the finer points of his finan. 
cial stewardship. Some of these points 
readily suggest themselves: 


Is his working capital adequate? Working 
capital is the first line of defense and is just as 
vital in a personal setup as in a $100,000,000 cor. 
poration. 

Are his holdings properly balanced as between 
liquid resources and tangible property (or equi- 
ties therein)? That is, in the light of the current 
inflationary or deflationary trend, is he overin- 
vested in low-yielding liquid assets or is he 
strapped by overinvestment in fixed properties? 
In common parlance, does he tend to be “money 
poor” or “property poor’? 

Also, how about the efficiency of his household 
“plant”? For example, in terms of saving money 
and at the same time providing better living, per- 
haps a block investment of say $2,500 in house- 
hold labor-saving equipment (the outfit to include 


a dishwasher, a garbage disposal unit, a washing Ff 


machine and ironer, the latest type air-cleaner, a 
water heater, a toaster and mixmaster, and of 
course a range and a refrigerator) would save 
$75 per month in servant’s wages. The household 
economy, let it not be forgotten, is an empire in 
itself. 


And entirely aside from innumerable 
analytical advantages such as those just 
suggested, there are two other patent uses 
of a personal accounting setup which re- 
quire little elaboration. 

One of these is that it enables a person 
to prepare his tax return easily and ac- 
curately and to control his transactions s0 
as to effect legitimate tax savings. 

The other is that the systematic ac- 
counting records, particularly the general 
ledger, act as an orderly central clearing 
house of information concerning the de- 
tails of a person’s affairs—such things as 
the legal description of his real estate, the 
serial numbers of his bonds, stocks and 
insurance policies, the dates and original 
cost of all his properties. 

According to the Dutch proverb, paint 
costs nothing. Meaning that it pays for 
itself. Much more can be said for personal 
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accounting. It will pay for itself many 
times over. So much so that it is difficult 
to understand why almost everyone with a 
net worth of $10,000 or more would not 
find it advisable to keep, or have kept for 
him, a compact double-entry set of books. 


MAKING PERSONAL ACCOUNTING WORK 


Even though the values derived from 
personal accounting far exceed its cost, 
most people shy away from the idea. When 
it comes to their personal transactions, 
they are allergic to debits and credits. 
While they may regard bookkeeping as 
perfectly normal for a business, they feel 
itis abnormal for themselves. In fact, if a 
census were taken, it’s a good guess that 
not over one individual in four whose net 
worth exceeds $100,000 maintains com- 
plete accounts on a double-entry ledger- 
controlled basis. The ratio is probably 
about one in ten for those in the $25,000 to 
$100,000 bracket, and something like one 
in fifty for those whose capital is less than 
$25,000. 

Notwithstanding all this, experience 
reveals the cheering fact that once a man 
is converted, once he gets used to seeing 
his name at the top of periodic, neatly pre- 
pared financial statements, he almost 
never suffers a relapse. The conversion 
usually sticks. Yet not once in a thousand 
times is the crucial initial step taken of a 
person’s own volition. On the contrary, 
the process is usually somewhat as follows. 
First, the individual engages an account- 
ant to make an audit of his business, and 
incidentally, to prepare his tax returns. 
Second, after mutual confidence has been 
established, the accountant one day tact- 
fully suggests that a personal set of books 
would be a great advantage, possibly il- 
lustrating the point by a set of proforma 
financial statements. Sooner or later the 
inoculation takes, the allergy is overcome, 
and the gate is opened to the rendering of 
a worthwhile service. 
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The promotion of personal accounting, 
and then the delicate task of making the 
initial installation as painless and as ef- 
fective as possible, are thus of the utmost 
importance. For what good is personal ac- 
counting, anyway, unless it is actually ap- 
plied? Some of the things accountants can 
do to get high standards of individual ac- 
counting into practical operation therefore 
deserve consideration at this point. 

The first general principle is to start at 
the top and work down. There may be 
some excuse for a man with $5,000 not to 
have a set of books; there is little excuse 
for a man worth $50,000 not to have one. 

A second general principle is to set up 
the accounts on the simplest possible basis 
at first, then gradually expand the classifi- 
cation of accounts only after the client 
fully appreciates the advantages of further 
refinement. To start out on too detailed 
and topheavy a basis may cause the client 
to throw up his hands and abandon the 
whole project. 

A third thing accountants can do is to 
emphasize the many useful non-pecuniary 
by-products derived from an accounting 
setup. For personal accounting is not an 
instrument of purely financial utility for 
the recording of dollars and cents. For one 
thing, by injecting understanding into his 
occupational activities, it makes making 
money more fun. It has educational value. 
As Louis Bromfield of Pleasant Valley re- 
marked about his Forty Acres, ‘“‘that farm 
of mine teaches me more than I can teach 
it.”” For another thing, it provides a sys- 
tematic log of events, a reliable personal 
history. Even more important, it fosters 
better economic citizenship. It continually 
reminds a man that he is not solely a mem- 
ber of one class or section, but that he is 
simultaneously both a consumer and a 
producer, a government beneficiary and a 
taxpayer, a capitalist and a worker. 

A final selling point for the wider adop- 
tion of personal accounting is that it 
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helps to liberate a man from the so-called 
tyranny of material things. The moral 
challenge has been stated in the following 
picturesque passage: “After many years 
of struggle for things, we find that instead 
of our owning the things, the things own 
us. That factory, that business, that real 
estate firm, takes so much of our time and 
thought that we are tied to it like a yard 
dog is tied to the block which he drags be- 
hind him on a chain to keep him from ever 
getting out of the yard.” Happily, this 
predicament of clients is something the 
accountant deals with every day and no 
one is more familiar with how rapidly and 
completely things can control the man un- 
less the man arranges to control the things, 
For if the things are put in order and con- 
trolled, which is the keynote of individual 
accounting, a man can forget his financial 
cares after business hours and proceed to 
pursue the nobler things in life, thus avert- 
ing the danger of futilely attempting to 
gain the whole world while losing his own 
soul. Accounting could and should act as 
a natural antidote to the tendency of Eco- 
nomic Man to turn into a neurotic dollar- 
obsessed predatory animal. 


SOCIAL IMPLICATIONS 


From a comprehensive social stand- 
point, the business of individuals is big 
business. Indeed, in the aggregate the 
maintenance of proper accounts for individ- 
uals is probably the world’s biggest book- 
keeping job. By way of illustration, a few 
samples of personal accounting as a social 
force are briefly discussed under the top- 
ical headings that follow. 


Personal Accounting and Public Revenues 


In the fiscal year ended June 30, 1953, 
the Federal government derived over 37- 
billion dollars from individual income and 
employment taxes, exceeding by more than 
15-billion the income and profits taxes 
collected from corporations. Yet, despite 
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the magnitude of this sum and the strig 


requirement of the law that the returns by 
supported by proper and complete a, 
counting records, what a rare exception jj 
is for taxpayers to present double-entr 
sets of books to the practitioners engaged 
to prepare their tax returns. Instead, the 
income and expense information is usually 
presented on a series of uncorrelated 
memoranda which have to be screened 
against check lists to unearth errors o& 
omissions before even starting to prepare 
the returns. Unlike corporations, whose 
net income is perforce supported and ex 
plained by the increases and decreases in 
their assets and liabilities, there is seldom 
a solid anchor to tie to in arriving at the 
net income of individuals. The widest ap 
plication of the highest standards of indi- 
vidual accounting is thus a paramount 
need if the income tax laws are to be suc. 
cessfully administered. 

Such standards go far toward eliminat- 
ing both under-assessments and over-as 
sessments that run into hundreds of mil 
lions of dollars annually, not to mention 
the millions of manhours and headaches 
that would be saved by taxpayers, tax 
practitioners and revenue agents alike. 


Personal Accounting and the Adminisire- 
tion of Estates 


Everyone sooner or later transfers or 
receives property as a result of death. 
Every year wealth measured in the billions 
of dollars is so transferred from testators 
and donors as evidenced by the fact that 
in the fiscal year 1953 the Federal govern- 
ment alone derived $891,000,000 from 
estate and gift taxes. 

Accountants called upon to render serv- 
ices to estates get an excellent cross 
sectional view of the status of individual 
accounting and, as in income tax matters, 
they usually find it in pretty much of a 
mess. Even the terminology describing the 
processes of estate accounting and admin- 
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istration suggests that such is the normal 
condition. For instance, texts on estate 
accounting almost invariably include sev- 
eral paragraphs on the treatment of “dis- 
covered assets,” while the basic job of as- 
sembling and describing the estate’s prop- 
erty is called “the inventory.” Surely, 
when either business units or individuals 
control their financial transactions by 
means of a general ledger, assets are not 
suddenly “discovered” and both the as- 
sets and the liabilities are perpetually in- 
ventoried and verified at the close of every 
accounting period. Unquestionably, the 
sad lack of proper personal accounting con- 
tributes immeasurably to worry, waste, 
delay and unnecessarily high costs in the 
administration of estates. 

In many states legal and administrative 
fees are fixed by statutes based on a per- 
centage of the estate principal, the rates 
apparently being predicated on the as- 
sumption that the settlement of all estates 
will be a tedious and difficult job, which 
unfortunately is usually the case. But 
suppose that a man’s will is carefully and 
clearly drawn and that what he owns and 
what he owes are perfectly controlled by 
books of account. As a consequence the 
condition of his estate is clean and the task 
of administration is simplified. Under 
those conditions, is it not clearly an in- 
justice for that estate to have to pay stat- 
utory fees far exceeding the fair value of 
the services actually needed by it and 
rendered to it? If availed of, the wide- 
spread utilization of personal accounting 
coupled with the modernizing of statutory 
provisions could alleviate to a great extent 
the prevalent high cost of dying now borne 
by the American people. 

Inevitably the common concept of an 
estate’s coming into being only at the end 
of the road, to be accounted for only in 
compliance with compulsory court re- 
quirements, must give way to the life 
surance underwriter’s and the account- 
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ant’s conception of the living estate, begun 
when a person’s first savings account is 
opened and then deliberately shaped year 
by year throughout his lifetime to appro- 
priately meet his family needs both before 
and after death. 


Personal Accounting and the Extension of 
Credit to Small Business 


The small personally-owned enterprise 
has always been an integral part of the 
American economy. Right now interest in 
the subject is probably at an all-time high 
because of the desire of many people of 
all ages to set up small businesses for 
themselves or to become associated with 
established small concerns. 

One of the major factors, naturally, is 
financing. Now the reliance of credit 
grantors upon financial statements is an 
old and familiar story, but new emphasis 
is now added because small business is at 
the crossroads. More than ever before, 
credit grantors are going to consider not 
only the financial position of the business 
being financed but also the resources and 
debts of the credit applicant outside of the 
business itself. Does he own life insurance? 
Does he own his home? Does he pay his 
bills promptly? Such questions are of the 
utmost importance because they provide 
an index to the well-known three C’s of 
credit, namely, Capacity (or basic ability 
to repay the loan), Capital (indicating 
safety margin), and most important of all, 
Character (or moral responsibility). 

Needless to say, experience has dem- 
onstrated that no single device so effec- 
tively answers these criteria as the informa- 
tion contained in accurate, book-sup- 
ported, complete financial statements. 
Here again personal accounting has great 
community implications, for it affords the 
chief guide for channelling funds into the 
hands of individuals who can demonstrate 
factually that they are capable of em- 
ploying capital in the most prudent and 
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productive, and therefore in the most 
socially desirable, manner. 


The Symbolic Social Significance of Per- 
sonal Accounting 


Income taxation, estate administration, 
and credit control are only a few among 
many areas of economic activity where 
personal accounting exerts a direct social 
impact. But its truest social significance 
lies in the fact that it symbolizes an ap- 
proach. 

Granting that the working out of the 
best possible schemes of social organiza- 
tion is the foremost problem of the century, 
the hard fact remains that the chief thing 
that any one of us can do to improve soci- 
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ety is to present society with one improve; 
unit. In the economic sphere this strike 
close to personal accounting becaug 
somehow the very act of maintaining exact 
records of personal transactions is to gain 
a solid understanding of economic cau 
and effect; to appreciate that the sok 
scurce of all capital is toil and saving 
to discard forever the notion that money 
grows on trees or emanates from the public 
treasury; in a word, to strengthen eco. 
nomic morality, self-reliance and disc. 
pline. The greatest social contribution of 
personal accounting, therefore, is that it 
symbolizes Social Rule No. 1 to Unit No. 
1, which is: First, put your own house in 
order. 
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Announcement of 1954 Program 
University of Illinois 
Urbana, Illinois 


Tuesday, August 31, 1954—Registration 


—Committee Meetings 


Wednesday, September 1, 1954 


8:00— 9:30 
9:30—12:00 


12:30— 2:00 


2:15-— 2:45 


Registration 
Session I 


Presiding: Paul Grady, Price Waterhouse & Co.; Vice-President, Ameri- 
can Accounting Association 


Subject: Uses and Limitations of Price Level Data 


Papers: Report on the Association’s Research Study, Ralph C. Jones, Yale 
University and Perry Mason, American Institute of Accountants 


Limitations to the Usefulness of Price Level Adjustments, James L. 
Dohr, Columbia University 


Luncheon and Short Business Session 


Welcome by Paul M. Green, Dean, College of Commerce, University 
of Illinois 


Report of the Secretary-Treasurer 

Report of the Director of Research 

Report of the Editor 

Report on Activities of the Year 
Session II 
Round Tables: 1. Questions and Problems of Price Level Adjustments 
Chairmen: Ralph C. Jones, Yale University and Perry Mason, American 


Institute of Accountants 


2. Teaching First Year Accounting 
Chairmen: Ralph L. Boyd, Oregon State College, R. B. McCosh, Univer- 
sity of Denver and William A. Terrill, University of North Carolina 
3. Problems of Training for Industrial and Public Ac- 
counting 
Chairmen: W. B. Jencks, Ohio State University and Leo A. Schmidt, Uni- 
versity of Michigan 
4. Concepts and Standards 


Chairmen: Thomas M. Hill, Massachusetts Institute of Technology and 
Stewart Y. McMullen, Northwestern University 
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5:00— 6:00 
6:15— 8:30 


8:30-— 9:30 


9:30-12:00 


5. Cost Concepts and Standards 

Chairmen: Norton M. Bedford, University of Illinois and B. C. Lemke, 
Michigan State College 

Coffee Hour 

Session III 

Banquet 


Presiding: Frank P. Smith, University of Michigan; President, American 
Accounting Association 


Introduction of Lloyd Morey, President, University of Illinois 
Presentation of Alpha Kappa Psi Award 

Election of Officers 

Movies, including the AIA Film, “Accounting—The Language of Busi- 
ness’’—William E. Thomas, University of Illinois 

Dance and Entertainment—Courtesy of the Illinois Society of Certified 
Public Accountants 


Thursday, September 2, 1954 


9:30-12:00 


12:30— 2:00 


2:00— 4:00 


Session IV 
Presiding: Wayne E. Shroyer, University of Denver; Vice-President, 
American Accounting Association 
Subject: Current Developments in Accounting 
Papers: Direct Costing and the Use of Cost Data: Raymond P. Marple, 
Assistant Secretary, National Association of Cost Accountants 
Statistical Techniques in Accounting and Auditing: Robert M. True- 
blood, Touche, Niven, Bailey & Smart; William W. Cooper, 
Carnegie Institute of Technology 
Stock Dividends and Management Problems: Phillip L. West, Vice- 
President, New York Stock Exchange. 
Luncheon 
Presiding: Hiram T. Scovill, University of Illinois 
Speaker: Arthur B. Foye, Haskins & Sells; President, American Institute 
of Accountants 
Session V 
Subject: Training in Business 
Presiding: Charles J. Gaa, University of Illinois; Vice-President, American 
Accounting Association 
Papers: Appraisal of College Education for Business; Dean Richard L. 
Kozelka, School of Business, University of Minnesota 
Work of the Commission on Standards of Education and Experience 
for Certified Public Accountants: Donald P. Perry, Lybrand, Ross 
Brothers & Montgomery; Chairman, Commission on Standards 
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MANAGERIAL UTILITY OF ACCOUNT- 
ING IN A PERIOD OF ADJUSTMENT* 


A. Kopra 
Assistant Treasurer, Fawcett Publications, Inc. 


we are now on the threshold of a de- 

clining period of business activity. In 
fact, many of these pundits feel the peak 
has been reached and that a downward 
trend in the business cycle is now in swing. 
They call our attention to recent declines 
in factory output, manufacturing employ- 
ment, freight car loadings, bank loans, 
new housing starts, and other significant 
economic barometers to sustain their posi- 
tion. Although there are plus factors to 
counterbalance this pessimism, it appears 
that at best, we are in a period of “rolling 
adjustment.” Accordingly, during this 
era of change, the question arises as to how 
the accounting officer can best contribute 
to effective management. 

For more than a decade now, business 
has been lulled by expanding volume and 
incentive-reducing taxes that have per- 
mitted inefficiencies and wastes to gain a 
foothold. Because of his strategic position 
in the framework of business organization, 
it is the controller who can best root out 
these excesses. The controller’s depart- 
ment is the pivotal point, to which is for- 
warded the significant and vital informa- 
tion of business activity. The controller 
is not a salesman, engineer, or production 
man, yet the performance of these groups 
is channelled to him. It then becomes his 
responsibility to analyze and interpret 
these results and submit his conclusions 
through the medium of financial reports 
and statements. It is in this area that the 
controller can make his greatest contribu- 
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._* This paper was presented at the Accounting Sem- 
inar, Dean’s Day, School of Commerce, Accounts & 
Finance, New York University, held in December, 1953. 
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tion to effective business management. 

Decline of sales volume usually has as a 
concomitant, reduction of profit. Hence, 
it is of utmost importance that a continu- 
ous profit study be made of all products 
sold, for proper management guidance. In 
this connection, only the controller, 
through the preparation of break-even 
charts, can answer such questions as the 
following: 

What are the profits or losses on a par- 
ticular product at various levels of 
activity? 

Does a particular product absorb a suffi- 
cient amount of overhead to justify 
its continued production? 

How much increased volume would be 
necessary to warrant a reduction in 
sales price? 

At what point does the decrease in vol- 
ume create a loss operation? 

How will profits be affected by reducing 
operating costs, due to more efficient 
production? 

Warehousing, transportation and han- 
dling expenditures have skyrocketed in the 
past decade. Accordingly, distribution 
costs must be scrupulously examined. 
Many companies have been rudely awak- 
ened by the high costs of distribution 
when they have analyzed the expense of 
getting their products delivered to the 
customer. 

Management should be supplied with 
continuing reports that spell out the cost 
of distribution by product, territory, mode 
of transportation, and dollar value of or- 
der. This information would tell manage- 
ment whether the present distribution 
technique was too costly; the dollar value 
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of an order for it to be profitable; whether 
certain customers are too remote to be 
serviced properly; the advisability of de- 
centralizing the warehousing operation, 
and other significant data about distribu- 
tion costs. 

The credit and collection phase of busi- 
ness, which in many instances is a func- 
tion of the Controller’s department, must 
be assiduously watched. We are all aware 
of the rising number of business failures 
in recent months. Let us make certain that 
we are not beguiled by the favorable profit 
picture that has been enjoyed for the past 
thirteen years. As profits narrow, the 
marginal producers will fall by the way- 
side. The time now calls for a realistic re- 
appraisal of our customer’s solvency, and 
a re-examination of our credit terms and 
policies. 

Proper inventory controls play a signifi- 
cant part in over-all management planning. 
Here too, the controller can immeasurably 
aid management. During the greatly ex- 
panding economy following World War 
II, great sums of money were poured into 
inventories, to sate the increased demand 
created by the post-war boom. The size 
of this investment was accentuated by the 
inflationary spiral that pushed up prices, 
and to a lesser degree by fear of scarcities 
brought about by the outbreak of hostili- 
ties in Korea. Inventory standards must 
now be adopted that provide for sustained 
or declining productivity, instead of rising 
output. By establishing these criteria, and 
adhering to them, monies that were for- 
merly invested in inventories can now be 
utilized in other phases of the business. 

In the area of budgeting, accountants 
can and must make a vital contribution 
in the planning and control function of 
business management. The preparation 
and interpretation of budgets, which in 
essence are a set of management plans as- 
sembled in terms of transactions to be ef- 
fected and aims to be accomplished, con- 
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stitute one of the most significant cop. 
tributions that dynamic accounting can 
make to effective business administration, 
These forecasts entail the making of 
many decisions calling for the coordinated 
effort of every segment of operating man- 
agement. In this connection, I think it 
well to point out that the accountant 
should not be responsible for the budget 
itself, since this responsibility properly 
rests with that group of the management 
team involved in sales, production, en- 
gineering—in short, those who are charged 
with securing the planned results. 

We should immediately review our pres- 
ent accounting system to ascertain that 
an effective budgeting program can be in- 
tegrated with it; to make certain that 
the necessary financial information is read- 
ily available to permit prompt analysis 
and interpretation; to exhaustively exam- 
ine the existing forms and procedures 
utilized to assemble the data making up 
the budget estimates. In making this re- 
view, we should consider these questions: 

Do the operating executives have a 
clear understanding of the part they 
play in effective budget administra- 
tion? 

Can they easily interpret the results of 
the budgeted performance of their 
department? 

Does the budget set forth only the sali- 
ent information and eliminate super- 
fluous detail? 

Has a sufficient period of time been 
covered, so that future planning may 
be objectively plotted? 

In the administration of budgetary 
control, the general manager will prob- 
ably use the budget as a performance 
standard, holding the principal operating 
officers responsible for that phase of it 
coming under their bailiwick. Accordingly, 
each department head has his specific re- 
sponsibility set forth in the budget itself, 
and he is aware that his performance will 
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be measured against that estimate. By 
the same token, subordinates can be held 
to standards established by budgets cre- 
ated for their area of responsibility. 

In this way, the supervisor in charge of 
each facet of the business operation has his 
job set forth in the operating budget. 
Through the medium performance re- 
ports, which must be prepared as expedi- 
tiously as possible after the budgeted pe- 
riod has ended, the administrator can as- 
certain how his department has measured 
up to the predetermined estimates, by 
making comparisons of the estimates with 
the actual results. Any differences so re- 
vealed must be quickly tracked down. If 
they are factors within the control of the 
responsible operating officer, corrective 
measures should be immediately initiated; 
if the budgeted expenditures are unreal- 
istic, a revision of the budget is in order. 

Significantly, budget estimates should 
be rigidly controlled. Any variances must 
be quickly bird-dogged to the source and 
corrected. Even minor differences should 
be carefully analyzed, for left unchallenged 
they can easily become malignant, grow- 
ing in size and impinging on other costs. 
Strictly enforced budget plans are signifi- 
cant tools through which accountants can 
supply management with data that can 
vitally affect the destiny of the particular 
business. We must be fully aware of their 
importance, for they pin-point where 
management planning is not being fully 
carried out; and in addition they red-flag 
the area where remedial action is neces- 
sary. 

Let me reiterate, however, that the ac- 
counting officer should not shoulder the 
responsibility of budget performance. 
Rather he should serve as the agent who 
points up the deficiencies, and determines 
that the responsible parties are goaded 
into corrective action. 

What impact will taxes have on the 
period of business uncertainty that lies 
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ahead? In 1954, we welcome the demise of 
the waste-producing excess-profits tax. 
In addition, there is the possibility that 
corporate tax rates may be lowered. Ac- 
cordingly, we must re-examine now our 
financial activity, in light of these changes. 
As a matter of fact, almost every phase of 
corporate planning has tax ramifications, 
and it behooves us as accountants or con- 
trollers to keep management fully ap- 
prised of the tax consequences of what it 
proposes to do. 

What with potentially shrinking profit 
margins in the offing, our systems and pro- 
cedures should be carefully reviewed at 
the present time, to make certain that our 
accounting system is operating with a 
minimum of error. Further, is there waste 
in the carrying out of any of the business 
operations? Is our scheme of internal con- 
trol adequate in terms of contemporary 
conditions? In this connection, are the 
corporate records so geared that there is a 
smooth division of effort and flow of work, 
accomplished with a minimum of waste 
in all of our operating departments? 

What with the ever increasing complex- 
ity of business activity, these reviews 
should be continuously made, being alert 
for any breaches in solid organizational 
concepts, or flow of authority. Further, 
we must be fully cognizant of the fact that 
the orderly flow of business reports is es- 
sential, containing only relevant data, 
succinctly stated, reaching the proper 
persons at the right time. 

Manufacturing costs must be carefully 
scrutinized. All companies are vitally 
interested in knowing whether production 
costs are competitive; whether there is 
excess spoilage; how the total dollars ex- 
pended are distributed over the various 
components of material, labor and burden; 
whether unit costs are being reduced. Is 
a standard cost system in operation? If 
not, serious consideration should be given 
to i:s installation, for it can be a vital 
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managerial aid. As you well know, the 
theory underlying standard costs is predi- 
cated basically on the concept that costs 
are significant only to the extent that they 
deviate from what they ought to be; and 
that by determining what the yardstick 
should be, actual costs can be controlled 
by noting deviations from the standard. 
Here again, we can point up variances 
from expected results and quickly get at 
the core of the difficulty. Standard costs 
attempt to supply management with data 
concerning specific products or operations 
in much the same way that budgetary 
control gives similar information for a 
group of products or operations. 

Briefly I have touched upon some of the 
more significant areas where dynamic ac- 
counting can vitally serve business man- 
agement during a period of economic ad- 
justment. Remember, however, that in 
many instances it will be necessary for the 
accounting officer to do a selling job. Al- 
though he is probably the most well in- 
formed executive in over-all corporate 
affairs, yet ironically he is also usually the 
most inarticulate. It is up to us to present 
our data in a more palatable and forceful 
manner, and to follow through, making 
certain that the contributions accounting 
makes to management planning are con- 
verted into greater profits. 

I think all of us should carefully weigh 
the words of an eminently successful 
corporate executive, William B. Given, 
Jr., Chairman of the Board, American 
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Brake Shoe Company, who recently stated: 

“In reaching out, we expect new con- 
tributions from people and test them ae. 
cording to new values. Accounting affords 
a good example. Managements have tradj- 
tionally gone to the accounting people 
over the years to learn what has happened 
—about history. Under reaching out, by 
contrast, management goes to find out 
how to make tomorrow better than today. 
Thus is presented the accountant’s great 
opportunity. 

“Out of his analysis of yesterday, the 
accountant should be expected to point 
out bad spots—point them out himself, 
let me emphasize, not leave the analysis 
up to others—and not only highlight 
them, but on their basis fight for improve- 
ments in costs, as well as, where possible, 
sales prices. Literally, the accountant 
should fight every section of management 
with figures as his weapon. Granted the 
absence of organization chart barriers be- 
tween departments, the accounting people 
in a company or division, have a great 
opportunity to do an educational and a 
selling job, in getting their figures used 
effectively. Their figures are analytical 
tools that often can do a job no other type 
of analysis can. Their ability to capitalize 
on this asset is limited only by their ability 
to work with people and to win their con- 
fidence.” 


1 Given, William B., Jr. “Reaching Out in Manage- 
ment,” Harvard Business Review, Vol. XXX, No. 2, 
1952. 
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A FUND-CHANGE-STATEMENT AP.- 
PROACH TO THE CALCULATION 
OF INFLATIONARY DISTORTION 
IN CONVENTIONAL INCOME 
MEASUREMENT 


A. B. CARSON 
Associate Professor, University of California, Los Angeles 


art of accountancy are divided into 
two groups. Group I wants to do 
something to offset the misleading im- 
pressions that are likely to result when 
conventional accounting principles are fol- 
lowed in the keeping of accounts and the 
preparation of financial statements during 
periods of marked changes in the level of 
prices. Group II does not. Each faction 
has some respected and competent scholars 
and practitioners in its ranks. Group I has 
probably been more vociferous. Certainly 
there has been no scarcity of articles, 
books, and speeches discussing the prob- 
lem and proposing remedies. The members 
of Group II have not been silent, but they 
have less need to speak out. Their cause is 
aided by the powerful factor of inertia. 
Judging by the results obtained to date, 
Group II has had a smashing victory. 
Group I suffers from an ailment com- 
mon to many reform movements. Its 
members disagree among themselves as to 
how to affect the reformation. Differences 
in objectives exist. Some members would 
embrace a value theory of accounting. 
Others favor a replacement-cost philoso- 
phy. Apparently the majority advocate 
tetention of the existing principles of for- 
mal account-keeping and reporting, with 
the addition of supplementary statements, 
teports, or explanations to point out how 
price-level changes have caused the con- 
ventional findings to be misleading. It is 


Nar of ac AND TEACHERS of the 


373 


probably fair to say that most of this 
majority favor the use of one or more 
price indices to accomplish their objec- 
tives.’ 

This article has two purposes. One is to 
suggest to the reformers that their chances 
for any success will be greater if they keep 
their recommendations moderate. A sim- 
ple, narrative, non-technical form of sup- 
plementary comment (NOT involving 
formal statements) is proposed. An exam- 
ple is provided. The other purpose is to 
suggest that a source and application of 
funds statement can be useful in deriving 
and organizing the information to be con- 
veyed. An illustration of this procedure is 
included. 


SEVEN POSSIBLE EFFECTS OF INFLATION 
UPON A BUSINESS ENTERPRISE 


There are seven possible ways in which 
inflation can affect a business enterprise. 
(The opposite of these would be, of course, 
the possible effects of deflation. Since the 
current concern is with inflation, however, 
the discussion is in this form.) 

(1) The dollar volume of revenues of 


1 The American Accounting Association’s Committee 
on Concepts and Standards Underlying Corporate 
Financial Statements in Its Supplementary Statement 
No. 2 entitled Price Level Changes and Financial State- 
menis (August, 1951) made recommendations along 
these lines. The report of the Study Group on Business 
Income (initiated by the American Institute of Ac- 
countants) entitled Changing Concepts of Business In- 
come (New York: The Macmillan Co., 1952) included 
a recommendation that costs and income be measured 
in units of equal purchasing power. 
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the enterprise is likely to be increased be- 
cause of higher prices, greater unit sales, 
or both. 

(2) Costs and expenses involving cur- 
rent outlays and not fixed by contract are 
likely to increase. 

(3) The number of dollars that the as- 
sets might bring in the event of their dis- 
position is likely to be greater. 

(4) The number of dollars needed to 
finance the replacement (actual or sub- 
stantial) of the assets sold or abandoned 
is likely to be greater. 

(5) The following of conventional ac- 
counting principles in the calculation of 
income will probably involve an offsetting 
of revenue dollars of approximately the 
same purchasing power throughout the 
period against cost and expense dollars 
which may vary widely as to the relative 
purchasing power which they represent. 

(6) A business that holds cash or cur- 
rent claims to cash during a period of gen- 
eral inflation suffers a loss equal to the de- 
cline in the purchasing power of money 
during the period. (An accurate measure- 
ment of such loss would require the use of 
a purchasing power index computed with 
regard to the expenditure pattern of the 
enterprise or, at least, the industry in 
question.) 

(7) An enterprise that liquidates liabili- 
ties incurred when the dollar had greater 
purchasing power realizes a gain equal to 
the decline in the purchasing power of the 
dollar during the interval that the debt 
was outstanding. The parenthetical com- 
ment in the preceding paragraph has 
equal application to this case. It might be 
argued that such a gain accrues whether 
the fixed dollar liabilities are liquidated or 
not. To take this position, however, would 
seem to violate both the realization re- 
quirement and, its parent, the rule of con- 
servatism. 

If these seven statements are valid, the 
question becomes: Which of these matters 
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should be measured and reported as modi. 
fications of financial data as convention. 
ally calculated and reported? When that 
is decided the derivative questions arise 
as to how to make the measurement and 
how to report the result. 

The writer leans to the view that it is 
primarily effects 5, 6, and 7 that need at- 
tention. If an increased volume of business 
(effect 1) is enjoyed by the enterprise, pos- 
sibly attended by increased current costs 
and expenses (effect 2), conventional proc- 
esses of measurement and analysis will or 
can be used to disclose and explain it. The 
fact that the assets might bring more in 
the event of their disposition (effect 3) is 
not, in itself, reason to justify revisions in 
the accounts or amendments to the 
conventionally-prepared statements—no- 
tably the balance sheet. The notion that 
asset accounts should display liquidation 
values is largely dead and buried; it should 
not be disinterred. The essential incom- 
patability of the realization requirement 
and the value notion is well established. 
Attempts to have them both involving 
something on the order of “Reserves for 
Unrealized Appreciation” are likely to 
cause more confusion than they are worth. 
There is, furthermore, the telling point 
that scant attention need be paid to the 
liquidation value of the numerous assets 
that are never intended to be sold (except, 
perhaps, as scrap someday.) 

The fact that inflation probably will 
cause the cost of replacing assets to be 
higher (effect 4) is not a circumstance 
calling for a change in accounting princ- 
ples. This situation is, rather, a financial 
management problem. It is presumed that 
no accountant worthy of the name thinks 
that the purpose of depreciation account- 
ing is to provide for the replacement of 
depreciating assets. 

There are, however, two possible excep- 
tions to the line of reasoning advanced in 
the two preceding paragraphs. The first 
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exception is the point that a considerable 
and apparently permanent shift from one 
price plateau to another might cause re- 


valuations of the “quasi-reorganization” 

type to add significance to the accounts 
and financial reports. Such adjustments 
should be few and far between, however. 
In a discussion of this possibility, Profes- 
sor Dohr remarked, “... the difficulties 
involved in this procedure are great and 
it is feasible only at relatively wide inter- 
vals of time.” 

The other exception is that a conversion 
of booked amounts might be justified on 
the grounds that unamortized costs should 
teflect past purchasing power sacrifices 
comparable to the dollar purchasing power 
currently prevailing. The philosophy be- 
hind this type of adjustment of the figures 
is one of restating costs, however, not one 
of attempting to restate assets at either 
approximate liquidation value or replace- 
ment cost. While this latter procedure has 
much in its favor, it is not advocated for 
the present because (1) as a first step it is 
too radical, and (2) the practical difficul- 
ties in the way of obtaining reasonable 
bases for conversion are considerable 
(though probably not insurmountable). 


ESTIMATING THE MAGNITUDE OF EFFECTS 
5, 6, AND 7 


It is effects “5” (distortion of conven- 
tionally-calculated income), “‘6” (loss due 
to holding cash and cash claims), and “7” 
(gains from discharge of long-term liabili- 
ties) that should be brought to the atten- 
tion of the readers of financial reports. 
It will be proposed that this be accom- 
plished by means of narrative comment. 
First, however, it is necessary to attempt 
to measure these things. The words “at- 
tempt to measure” were chosen carefully. 


* James L. Dohr, W. A. Paton, Maurice E. Peloubet, 

William H. Bell, Howard C. Greer, and Eric L. Kohler, 

reciation and the Price Level, A Sy»aposium,”’ 
AccounTING Review, April, 1948, p. 118. 
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That the process can ever be more than 
estimation is unlikely. The procedure used 
in the following illustration is, admittedly, 
crude. It is contended, however, that an 
imperfect solution that draws attention to 
a serious problem is better than refusing 
to admit the existence of the problem. 

The Consumer Price Index of the Bureau 
of Labor Statistics will be used in making 
the measurement using a source and appli- 
cation of funds statement as a point of de- 
parture. It is not contended that this index 
is the best. There probably is no “best” 
index for all purposes. The merits and 
weaknesses of various indices have been 
the subject of much discussion which will 
not be reviewed here. Mention has already 
been made of the point that more reliable 
results could be secured by specially-con- 
structed indices that would take into ac- 
count the expenditure pattern of the par- 
ticular enterprise or the industry in ques- 
tion. However, the Consumer Price Index 
has, at least, the virtue of being fairly 
well known. It will serve the present pur- 
pose. 

Implicit in this discussion is the idea 
that, at least as far as income measure- 
ment is concerned, cost means “sacrifice in 
terms of relative purchasing power.” This 
concept appears to be held by many of 
those earlier described as members of 
“Group I.” The previously-cited State- 
ment issued by the American Accounting 
Association committee endorsed this con- 
cept as opposed to an effort to estimate re- 
placement cost. 


USING THE SOURCE AND APPLICATION OF 
FUNDS STATEMENT AS A POINT OF 
DEPARTURE 


Unless the increase in the price level has 
been considerable during a particular year, 
it is likely that the relative purchasing 
power of the dollars of revenue received 
and the purchasing power of the dollars of 
so-called ‘‘out-of-pocket” costs and ex- 
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penses will be nearly the same.* Accord- 
ingly, in attempting to determine income 
as the difference between the purchasing 
power of the dollars of revenue realized 
and the purchasing power of the dollars of 
costs and expenses assigned thereto, it is 
primarily the expirations of costs incurred 
some length of time before that need con- 
version to a basis comparable to current- 
dollar values. The outstanding example of 
this type of expense is depreciation. All of 
the expiring-past-cost type of expenses 
(and earned portions of previously-de- 
ferred revenue, too, if any) fall into this 
category. This must be taken to include 
the unamortized cost of any assets sold 
during the period. 

The Source and Application of Funds 
Statement of the conventional type clearly 
sets forth these items. The past-cost-ex- 
piration type of expenses are shown as 
additions to net income (sometimes labeled 
“Charges not reducing working capital’’). 
Portions of previously-deferred revenue 
are shown as subtractions from net income. 
Profits from the sale of non-current assets 
are subtracted from (or losses added to) 
the net income amount to provide both a 
figure often called “Funds Provided by 
Operations” and to permit the actual 
amount secured from such sales (irre- 
spective of any profit or loss involved) to 
be shown elsewhere in the statement. 

There is one respect in which the fund- 
change statement is not well suited to the 
task at hand. Funds usually are defined 
as net working capital and that, in turn, is 
taken to include inventories and short- 
term prepayments. If the turnover of these 
items is slow and the change in the price 
level rapid, the amount of cost of sales and 
such things as insurance expense take on 
the character of past-cost expirations 
rather than current costs.* For the present 
purpose it is more appropriate to define 


3 If the course of the inflation is more extensive, the 
procedure being described would have to be refined to 
obtain the desired comparability. 
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funds as cash and near-cash items: that is, 
cash, plus current receivables, plus tem. 
porary investments, less current payables, 
In the illustration that follows the fund- 
change statement is amended to conform 
with this revised definition of funds. 

The procedure involved in recasting 
conventionally-calculated net income toa 
purchasing power basis involves the de- 
termination of the relative purchasing 
power of the non-working-capital charges 
and credits to income, and modifying the 
reported net income figure accordingly. 

In addition to setting out the items that 
need to be treated in order to estimate in- 
come as the difference between realized 
revenue in terms of current purchasing 
power, and costs and expenses on a com- 
parable basis, the fund-change statement 
directs attention to the elements that must 
be considered in estimating the extent of 
both the loss due to holding cash and near- 
cash items, and the gain from the dis- 
charge of long-term debt, if any. The state- 
ment shows the change in net working 
capital that occurred during the period. 
If the statement does not show the begin- 
ning amount of working capital, that figure 
can be secured. Adjusting these amounts 
by the relative decrease in purchasing 
power during the period will disclose, ina 
crude way, the loss from holding cash and 
near-cash items. A more refined treatment 
is to calculate the relative purchasing 
power of the net working capital at the 
start of the period, add this amount to the 
relative purchasing power of additions to 
net working capital at the time each oc- 
curred, and from this total, subtract the 
sum of (1) the relative purchasing power 
of decreases in net working capital at the 
time each occurred, and (2) the relative 
purchasing power of the net working cap- 
ital on hand at the end of the period. This 
latter amount would be simply the actual 


‘ This statement might not be true if cost of sales 
were calculated on a LIFO basis. In the illustration that 
follows, a FIFO basis is used. 
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dollars of net working capital if the end 
of the period were used as the base for the 
calculation. In the illustration that follows 
a procedure approaching the so-called 
“refined’”’ treatment will be used though, 
as will be noted, it falls short of technical 
perfection. 

If any long-term debt has been dis- 
charged during the period, the source and 
application of funds statement will show 
the amount as an application. The relative 
decrease in purchasing power that occurred 
during the interval that the liability was 
outstanding times the amount liquidated 
will indicate the gain to the enterprise. 


Relative Purchasing Power 


Frequent use has been made of the ex- 
pression “relative purchasing power.” 
The question arises: Relative to what? 
Several answers are possible. The answer 
can depend upon the purpose of the cal- 
culation. For income-estimation purposes 
a suitable base would be the average price 
index for the year in question. Expirations 
of past costs would be adjusted by taking 
into consideration the change in the price 
index since the costs were incurred. If, for 
example, the average index for the year in 
question was 108, while the depreciable 
assets had been acquired at a time when 
the index stood at 90, the ratio of relative 
purchasing power between the acquisition 
date and the current year is 120 to 100. 
Accordingly, depreciation charges would 
be increased by 20% to make them com- 
parable to current dollars of expense. 

In estimating the loss from holding cash 
and near-cash items, the base can be the 
index at the end of the period. In calcu- 
lating gain from long-term debt liquida- 
tion, the base can be the index on the date 
nearest to that on which the liability was 
discharged. 

A persuasive case might be made for 
using the index at the end of the current 
period as a base for all calculations. If 
there had been a considerable price-level 
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change during the period under analysis, 
this latter procedure probably would give 
more significant results. In all instances 
the purpose is to approximate amounts in 
terms of the purchasing power prevailing 
at the end of the period covered by the 
financial report. However, when the range 
of price-level movement has been small 
during the period with the result that the 
period’s average and the index at the clos- 
ing date are nearly the same it does not 
seem necessary to bother about such minor 
discrepancies. The circumstances make a 
micrometer-type measurement of dubious 
feasibility: a yardstick will do. 


Illustration 


Exhibit I is a Source and Application of 
Funds Statement for the Imaginary Mer- 
cantile Corporation for the year ended 
December 31, 1952. The statement differs 
from the conventional form in two re- 
spects: 

(1) Funds, or net working capital, in- 
cludes neither merchandise inventory nor 
prepaid expenses (prepaid insurance being 
the only such item in this instance). Thus, 
in this case, net working capital is composed 
of cash, plus current notes and accounts re- 
ceivable, plus temporary investments, 
minus current notes and accounts pay- 
able. Accordingly, the merchandise pur- 
chases of the period are shown as applica- 
tions, and cost of goods sold (which was 
calculated on a FIFO basis) becomes a 
“non-fund-reducing debit” to income 
which must be added back to net income. 
The same applies to insurance expirations 
during the period. (No new insurance was 
acquired during the year except for current 
payments on workmen’s compensation 
policies. These were expensed as paid or 
accrued.) 

(2) Rather than showing the net in- 
crease in net working capital (as redefined) 
as either an application of funds or as a 
balancing figure, the statement starts with 
the balance of net working capital as of 
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EXHIBIT I 


Imaginary Mercantile Corporation 
Source and A pplication of Funds Statement 
For Year Ended December 31, 1952 


Net working capital, January 1, 1952 $162, 589.13 
Additions during the year: 
Net income per operating statement.......................... § 84,319.68 
Add: Charges to income that did not reduce net working capital 
Depreciation. 
Insurance expirations. 
Amortization of bond discount. 
Loss on sale of fixtures 


Funds provided by operations. 
Sale of fixtures 


Total additions ... 484,922.27 


$647 ,511.40 


Reductions during the year: 
Purchases of merchandise 
Purchases of new equipment 
Retirement of serial bonds 
Dividends paid 


Total reductions. ... 475,352.00 
Net working capital, December 31, 1952... ... $172,158.80 


Additional Information 

The average rate of merchandise turnover is four times per year. The FIFO basis of costing is used. 

Approximately 39% of the depreciation charge relates to assets purchased in 1935, 13% to assets purchased in 
1940, and 48% to assets purchased in 1947. The equipment purchases in 1952 were in the month of December. No 
depreciation on these assets was taken in 1952. The fixtures to which the loss relates had been purchased in 1940. 
They were sold in January, 1952. 

The insurance expirations relate to premiums paid in 1950. 

The merchandise purchases occurred at a fairly uniform rate throughout the year. 

The serial bonds were retired on July 31, 1952. The entire issue (to which the discount relates) was sold in 1947. 

Dividends were paid in four equal amounts in March, June, September, and December. 


EXHIBIT II 
Consumer Price Index and 
Derived Purchasing Power Indices for Selected Dates 


Purchast 
Concer | rchasing Power Indices 


price Index| 1947-49100 | 1925 Average | June, 1952 | December, 1952 
9=100)) (1/CPIX100) | 100 = 100 = 100 


1935 

1940 

1947 

1950 
Year Ended 

9/30/52 

Dec. ’51 

Mar. ’52 

June ’52 

Sept. ’52 

Dec. ’52 

Year ’52 113. 


193.35 
189.47 
118.84 
110.41 


100.35 


100.89 
101.52 
100.62 
100.00 
100.00 
100.00 100.54 


* United States Department of Labor, Bureau of Labor Statistics, Monthly Labor Review, August, 1953, p. 920. 
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January 1, 1952, and ends with the balance 
as of December 31, 1952. 

Following the statement is certain addi- 
tional information that is needed in order 
to make the required calculations. 

Exhibit IT is a table showing the Con- 
sumer Price Index and derived purchasing 
power indices for certain selected dates. 


(a) Calculating the extent of distortion in 
reported net income 


It has already been noted that the dis- 
tortion in reported net income is largely 
the result of the fact that all of the dollars 
of costs and expenses did not have the 
same purchasing power. The correction 
consists of increasing the past-cost-expira- 
tion type of such expenses by the differ- 
ence between the purchasing power of the 
dollar at the time each such cost outlay 
was made and the dollar purchasing power 
during the year in question (1952 in this 
case). No such conversion is needed for the 
current-outlay type of expense, nor in this 
instance, for revenue, as the case does not 
involve any credits to income of pre- 
viously-deferred items. 

In this illustration, cost of goods sold is 
treated as a past-cost-expiration type of 
expense. The merchandise turnover was 
four times per year. The FIFO basis of 
costing was used. It should be noted that 
purchases during the year and cost of 
goods sold were approximately the same. 
Accordingly, it can be reasoned that the 
goods on hand December 31, 1952, roughly 
represent the purchases of the three 
months ended on that date. Thus, the 
goods sold were purchased approximately 
during the year ended September 30, 1952. 
Reference to the column in Exhibit II 
which gives a purchasing power index with 
the year 1952 as base shows that the rela- 
tive purchasing power for the year ended 
September 30, 1952 was 35/100 of 1% 
greater than the average for the calendar 
year, 1952. $359,746.74 .0035= $1,259.11, 
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the amount by which cost of goods sold 
may be regarded as understated.® 

The correction of depreciation expense 
follows a similar pattern. The approximate 
amount of depreciation on assets pur- 
chased in 1935 was $6,718.21 (39% of the 
total of $17,226.17), $2,239.40 on assets 
purchased in 1940 (13% of the total), and 
$8,268.56 on assets purchased in 1947 
(48% of the total). Each of these amounts 
should be increased by the percentage by 
which the purchasing power of the dollar 
in the year of acquisition exceeds that of 
the current year. Reference to the earlier- 
mentioned column in Exhibit IT discloses 
that these percentages are 93.35 for 1935, 
89.47 for 1940, and 18.84 for 1947. When 
the multiplications are made and the three 
products totaled, the resulting sum is 
$9,832.84. This is the amount by which 
depreciation may be considered to be un- 
derstated. The amount is equal to more 
than 11% of reported net income. 

There is no doubt that it would be a 
mammoth task to relate each dollar of 
depreciation to the year in which the par- 
ticular item was acquired if the business 
had numerous assets purchased at fre- 
quent intervals over an extended period of 
years. If some sort of group or composite 
method of depreciation were employed it 
would be impossible. However, it is likely 
that devices for making reasonably-ac- 
curate approximations could be devel- 
oped.® 


5 The calculation of cost of goods sold on a purchas- 
ing-power-sacrificed basis may be more involved in the 
case of manufacturing concerns. In such cases the 
amounts of materials used, depreciation, and other past- 
cost-expiration type of expenses that are included in 
the cost-of-sales figure would have to be isolated and 
treated. Even such elements as labor costs included in 
beginning inventories of work in process and fini 
goods would take on the character of past-cost expira- 
tions if a FIFO basis of costing were used. 

6 One possible approach might be to calculate the 
“average date of purchase” of the depreciable assets in 
service and make the depreciation correction to this 
date. Certainly, considerable information could be de- 
rived from even summary schedules of asset acquisitions 
and depreciation write-offs year by year. 
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The insurance expirations of $1,420.05 
relate to expenditures made in 1950. Ref- 
erence to Exhibit IT shows that a correc- 
tion of 10.41% is needed for this expense. 
The product (amount of understatement 
of this expense) is $147.83. 

The bond discount amortization of 
$685.86 relates to 1947. Accordingly, this 
expense is understated 18.84%, or 
$129.22.7 

The fixtures that were sold had been 
purchased in 1940. The loss of $2,847.63 is 
subject, therefore, to a correction of 
89.47%, or $2,547.77. 

The following summary shows the 
amount by which reported net income can 
be said to be overstated: 

Understatement of: 


Cost of goods sold. . $ 1,259.11 

Depreciation... . 9,832.84 

Insurance expense... . 147.83 

Bond discount amortization.......... 129.22 

Loss on sale of fixtures.............. 2,547.77 


$13,916.77 


Stated otherwise, it may be said that 
when net income is calculated as the dif- 
ference between the purchasing power of 
the dollars of revenue realized and the 
costs and expenses assignable thereto ex- 
pressed in terms of current purchas- 
ing power, the net gain is approxi- 
mately $70,400 ($84,319.68—$13,916.77 
= $70,402.91). This is about one-sixth less 
than the reported net income. 

If the change in purchasing power dur- 
ing the year had been considerable, the 
preceding procedure could be refined. So- 
called “‘gurrent”’ items of both revenue and 
expense could be adjusted month by 
month and expressed in terms of either the 
average{purchasing power for the year, or 
that prevailing at the end of the year. Such 
treatment might also be desirable if the 
revenue and expense pattern were 
markedly seasonal. However, as has been 

7 This treatment implies that bond discount is a 
prepaid expense—prepaid on the date the bonds were 


sold. There is no intention to deny that the propriety 
of such an implication is debatable. 
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noted, any answer that is obtained will be 
an approximation. The possibly greater 
accuracy obtainable from using a very re. 
fined procedure should§§carefully be 
weighed against the time and effort that 
such refinements might entail before the 
latter are adopted. 


(b) Calculating the extent of loss from de- 
preciation of net working capital 

The increase in the price level was com- 
paratively slight during 1952. Accordingly, 
the amount of loss from a shrinkage in the 
purchasing power of the net working 
capital was small. To illustrate the process 
however, the calculation of the loss is 
shown. The procedure is to convert each 
addition to, and subtraction from, net 
working capital by the index of purchas- 
ing power prevailing at the date of the 
change. December, 1952 is used as the 
base. (See the last column in Exhibit II), 
The January 1 balance of the net working 
capital is properly converted and included 
with the additions (or sources). The re- 
ductions (or applications) as converted are 
subtracted. The resulting amount is com- 
pared with the net working capital balance 
as of December 31. The amount of the 
difference represents the loss from what 
might be called the depreciation of net 
working capital. These calculations are 
presented as Exhibit III. A loss of slightly 
over $1,700 is disclosed.*® 


(c) Calculating the extent of the gain from 
the retirement of bonds 
The purchasing power of the dollar was 


8 It is pertinent to mention that a very informative 
analysis of the éotal net effect of price-level changes upon 
an enterprise may be made with the aid of a fairly de- 
tailed fund-change statement covering the activities 
of an organization since its inception. It is necessary to 
have data showing sources (including gross revenue) 
and applications (including current expenses) for each 
year. The procedure is similar in many ways to that 
here illustrated: calculate the relative purchasing power 
of all additions to and subtractions from net working 
capital at the time each occurred during the life of the 
business, and compare the difference with the net work- 
ing capital at the end of the period covered by the an- 
alysis. The latter date is used as the base in all of the 
computations. 
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EXHIBIT III 


Fund-Change Statement 


Calculation of Loss from Depreciation of Net Working Capital 


Net working capital, January 1,.................+--5. 


Add: (Sources) 


Funds provided by operations (year)............... 
Funds provided by sale of equipment (Jan.)........ 


Less: (Applications) 


Purchases of merchandise 
Purchases of new equipment (Dec.)..............-- 
of bonds 


Excess of sources over applications (in terms of purchasing power).............-+.0eeeeeeees 
Less: Net working capital, Dec. 31.................. 


approximately 18.75% larger in 1947 than 
in mid-1952. (See next-to-last column in 
Exhibit II.) Thus, the $20,000.00 that the 
company paid in July, 1952, to retire serial 
bonds represented § approximately 
$23,750.00 ($20,000.00X1.1875) at the 
time it was borrowed in 1947. In terms of 
the purchasing power exchanged, there 
was a gain of $3,750.00. 


REPORTING THE FINDINGS 


Opponents of proposals to recast con- 
ventional accounting statements to reflect 
price-level changes have argued that any 
such resulting statements are likely to be 
either incomprehensible or confusing to 
most readers. This contention has con- 
siderable merit. However, that is no rea- 
son to rule out the inclusion of a narrative 
comment advising the reader of the ap- 
proximate magnitude of the distorting 
effects of inflation upon the convention- 
ally-reported operating results. It may be 
proper to assume that the readers will not 
be accountants, statisticians, or economists. 
There is no need to assume, however, that 
these readers are not aware of the fact 
that inflation has taken place, and that 


Conversion 
Amount Factor Product 

$162,589.13 1.0089 $164,036.17 
466,246.13 1.0054 468 , 763 .86 
18,676.14 1.0089 18,842.36 
362,426.08 1.0054 $364,383.18 
28,986.52 1.0000 28,986.52 
15,985.00 1.0152 16,227.97 
15,985.00 1.0062 16,084.11 
15,985.00 1.0000 15,985.00 

$173,866.61 


they are incapable of understanding a rea- 
sonably-simple explanation of how it dis- 
torts conventional income determination. 

An attempt to convey such a message 
should heed three rules: (1) Keep it as non- 
technical as possible. In general, avoid 
tabulations. (2) Make it clear that the 
figures given are approximations and, for 
that reason, use round amounts. (3) Keep 
the message short and direct. 

To illustrate the type of comment and 
explanation that is proposed, the following 
sample is presented. Something on this 
order might be given some prominence in 
an annual report. The heading might be: 
“HOW INFLATION HAS DISTORTED 
OUR EARNINGS STATEMENT.” 

“You probably know that so-called 
‘accepted accounting principles’ do not 
take into consideration the fact that the 
dollar changes in value. You know very 
well that the value, i.e., the purchasing 
power, of the dollar has undergone a 
marked decrease during the past two dec- 
ades. 

“The earnings statement included in 
this report shows a net income of 


$84,319.68. That figure is the difference 
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between the dollars of revenue earned dur- 
ing the year, and the dollars of cost and ex- 
pense properly associated with that rev- 
enue. (This was computed in strict ac- 
cord with accepted accounting principles.) 
However, our accountants have attempted 
to compute the income for the year as the 
difference getween the purchasing power of 
revenue realized, and the purchasing power 
of the dollars of cost and expenses asso- 
ciated with this revenue. When both the 
revenue and expenses are expressed in 
terms of the average value of the dollar 
during the year 1952, the net income for 
the year is approximately $70,400. The 
major reason for this $14,000 difference 
between conventionally-calculated in- 
come and the calculation that took price- 
level changes into account, is the fact that 
our expenses include a sizable amount of 
depreciation on assets purchased at var- 
ious times in the past when the value of the 
dollar was considerably greater. Restating 
depreciation on a basis comparable to the 
current value of the dollar adds almost 
$10,000 of expense. The remaining 
$4,000.00 of the difference is due to several 
similar circumstances. 

“The inflation that took place within 
the year 1952 caused only a small loss to 
the business: a loss of approximately 
$1,700 in terms of the value of the dollar 
at the end of the year. This loss was due to 
the relative shrinkage in the purchasing 
power of the cash and near-cash net assets 
(cash, plus current receivables, plus tem- 
porary investments, less current payables) 
that the business owned. This loss was 
minimized by a policy of keeping no more 
of such net current assets than operating 
needs required. 

“There was one small offset to these in- 
flation-caused overstatements of reported 
earnings. The company retired $20,000 of 
bonds that had been sold in 1947. In terms 
of the value of the dollar at the time the 
bonds were retired, we had to pay back 
about $3,800 less purchasing power than 
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we had borrowed. Similar gains are ex. 
pected in future years as other bonds of the 
series are retired. 

“When all of these factors are taken into 
account, it appears that a more realistic fig. 
ure to represent the total gain from our ac. 
tivities during the year would be approx. 
imately $72,500 rather than the $84,319.68 
shown in the earnings statement.” 


SUMMARY 


Efforts to induce accountants to give 
recognition to the distorting effect of in- 
flation in the financial statements and re- 
ports that they prepare have met with 
little or no successs. Proponents of the in- 
clusion of such information in financial re- 
ports might advance their cause more 
effectively if they joined in the advocacy 
of steps that do not digress very far from 
established and conventional practice. It is 
suggested that such a first step might be 
the inclusion in financial reports of a com- 
paratively non-technical, brief explana- 
tion of the extent to which inflation has 
distorted conventionally-calculated net in- 
come. Such an explanation might include 
mention of any loss from the depreciation 
of net working capital, and any gain from 
the liquidation of non-current liabilities. 

The source and application of funds 
statement (if properly amended) will 
serve to provide many of the figures that 
need to be adjusted in order to estimate 
the magnitude of the inflationary-caused 
distortions of reported operating results. 
A revision of the statement to exclude in- 
ventories and current prepayments from 
the definition of funds (net working 
capital is recommended. 

The results of the computations of the 
type suggested cannot be regarded as more 
than reasonable estimates. Their credibil- 
ity is less likely to be challenged if they are 
reported (in round amounts) as no more 
than this. Accountants who profess to pay 
allegiance to the principle of full disclosure 
can do, at least, this much. 
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IN SEARCH OF AN ACCOUNTING 
PHILOSOPHY 


KONRAD ENGELMANN 
Accounting Director, National Board, Y.M.C.A. 


connection with “accounting” may 

encounter some skepticism. There 
seems, however, to develop an expanding 
interest in certain questions beyond the 
range of methods and procedures which 
dominate accounting: a recent trend to- 
ward ideas and concepts of a basic nature 
from which principles and regulations are 
to be derived. If “philosophy” is under- 
stood as ‘‘the body of principles or general 
conceptions underlying a given branch of 
learning” (Webster’s New International 
Dictionary, 1943 Edition), or as ‘‘a system 
for guidance in practical affairs” (Ameri- 
can College Dictionary, 1949 Edition), a 
philosophical approach may as well be pos- 
sible to accounting as to any other “branch 
of learning” or “practical affair.” That 
accounting belongs to both of these cat- 
egories will not be questioned even by the 
strongest skeptic. 

In a paper given at the Second North- 
west Graduate Accounting Study Con- 
ference held at Harrison Hot Springs last 
year (published in the AccounTING RE- 
view, January 1954), Professor G. R. Hus- 
band made this statement: “There are 
those who deny the usefulness of account- 
ing philosophy; tradition, the practice of 
the past, they say provides the basic sup- 
port for what we do. . . . Challenge, how- 
ever, is not satisfactorily met by contend- 
ing that we do what we do because it is 
what has always been done. This does not 
bridge the gap between the challenged and 
the challenger. Only positive philosophy 
is capable of accomplishing this.” 


T= use of the term “philosophy” in 


383 


THE CHALLENGE TO ACCOUNTING 


Emphasis is given in the above quota- 
tion to the challenge to which accounting 
is exposed. Athough, in this writer’s opin- 
ion, accounting should be backed by a 
“positive philosophy’ regardless of 
whether it is challenged or not, since it has 
outgrown its early stages of “recording 
given data” with the ever growing involve- 
ments of its present day tasks, such chal- 
lenges, as a matter of fact, characterize the 
climate under which accounting has per- 
formed for a considerable time. Regarding 
the lasting controversies on income meas- 
urement, inventory valuation, deprecia- 
tion, replacement cost, and other high- 
lights of actual discussions, it is certainly 
not exaggerated to say that a reconsidera- 
tion of most basic purposes of accounting 
is going on and that nearly everything in 
accounting that formerly appeared to be 
well established is now under challenge. 

At bottom, all the articles, books and 
lectures published over the last several 
years, which deal with these and similarly 
controversial subjects, raise the same ques- 
tion as expressed in an article written some 
years ago: ‘“‘What is accounting account- 
ing for?” No stronger challenge than this 
could be presented, and no better argu- 
ment for the urgent need of an accounting 
philosopy. It is the search of a new ac- 
counting philosophy that characterizes the 
professional status of our time. 


THE PROFESSIONAL DILEMMA 


Efforts to meet this challenge will be 
complicated by the rather undefined posi- 
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tion of the accounting profession in the 
economic structure of society. Two hetero- 
geneous elements are involved: the scientif- 
ic concept and the functional approach. 
Both contrast with each other in many re- 
spects. It must be hoped that, in the not 
too distant future, the relatively young ac- 
counting profession may reach the point 
where theory and practice will be as well 
coordinated as are the legal and medical 
sciences with their functional counter- 
parts, law practice and practical medicine. 
For the time being, accounting theory and 
practice are still far from being integrated. 

This is due to a large extent to the his- 
torical development experienced over the 
first decades of the industrial and com- 
merical expansion, when the economy in 
most parts of the world was free from pres- 
ent day restrictions, when taxes were ir- 
relevant and prices, wages, etc., were not 
regulated. Until the First World War, 
when costing and taxes became major 
concerns of business for the first time, ac- 
counting was merely recording and re- 
ceived not much more attention than other 
functions which were regarded as “non- 
productive overhead.” In smaller organ- 
izations, business men may still be found 
occasionally who are not too far from this 
concept, looking at accounting as a tool 
which, in a more or less mechanical way, 
may (or may not) produce some results of 
importance relative to management. Were 
it not for taxes, a considerable number of 
business men would do without account- 
ants. 

Another momentum adds to the idea of 
the inferiority of accounting: as soon as an 
accountant is promoted to a function 
above strictly departmental lines, the term 
“accountant” no longer applies; one loses 
track of his identity as the accountant and 
finds a “Controller,” a “Treasurer,” a 
“Finance Director’”—actually performing 
jobs which still belong to accounting, 
though on a higher level. 
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THE MANAGEMENT-ACCOUNTING RELA- 
TIONSHIP 


The relationship between management 
and accounting is one of the key problems 
of the profession. It was widely discussed 
at the Sixth International Accounting 
Congress held in London in June 1952. The 
highlights of the discussion were some con. 
tributions made by representatives of dif. 
ferent countries to the newly developed 
branch of ““Management Accounting.” Op. 
posing meanings were expressed whether 
Management Accounting with its char. 
acteristics of up-to-date controls, break. 
even-point surveys, budget forecasts, cost 
planning, etc., belongs to accounting in its 
narrower sense or should be established 
outside of “general accounting and em- 
braced within the field of engineering.” 

The posing of this question clearly dem- 
onstrates the different concepts of theory 
and practice. Accounting theory draws no 
line between basic functions and the last 
possible application of accounting tech- 
niques. To reach ultimate conclusions and 
to derive therefrom managerial decisions is 
the logical and real fulfillment of account- 
ing, regardless of whether or not functional 
divisions and procedural differentiations 
are made in practice. Such a rather com- 
plex conception. of the professional goal 
was expressed by different prominent 
speakers in London, when they stated 
that the accountant ‘‘must be recognized 
as part of higher management,” that “the 
primary aim of the accountant is to pro- 
vide management with facts and figures on 
which plans and decisions can be made,” 
that “the accountant is concerned with 
all facts of management at all its levels,” 
and that “the accountant is an important 
member of the management team,”’ etc. 

The emphasis given by the London Con- 
gress to the management-accounting rela- 
tionship is indeed a part of the struggle for 
new professional concepts. Whether ac- 
counting acts merely in the anteroom to 
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management, or has access to its sanc- 
tuary, is a decisive criterion. Regardless of 
the dispensation of administrative respon- 
sibilities, which depend on the individual 
structure of the respective enterprises, the 
recognition of the ultimate goal of account- 
ing as identical with that of management 
confronts the accounting profession with 
the most complex problems of business 
economics in general. 
INCOME ACCOUNTING 

In realizing the ideological identity of 
accounting and management problems, we 
also recognize the identity of the ultimate 
goals of business and accounting. Behind 
the question ‘‘What is accounting account- 
ing for?” we now discover the still more 
problematic question of ‘What is the 
business of business?” 

As expressed in A. C. Littleton’s Séruc- 
ture of the Theory of Accounting (Amer- 
ican Accounting Association, 1953), ac- 
counting has to answer the basic question 
of business ‘‘How am I doing?” by per- 
forming “the central purpose of account- 
ing... to make it posssible for men to 
reach a calculated judgment of the success 
of the enterprise by rendering services,”’ to 
“measure efforts and accomplishments.” 

The measurement of efforts and accomp- 
lishments of business by rendering services 
is the ultimate goal of accounting, the 
actual subject of income accounting in par- 
ticular. 

One of the few points upon which most 
accountants agree is the predominant im- 
portance of income accounting. What, 
however, the precise meaning of “income” 
is represents one of the most debatable 
questions not only of the accounting pro- 
fession, but of social science in general. As 
long as this basic problem remains un- 
solved, there is little chance for the devel- 
opment of a generally acceptable ideol- 
ogy or a “‘positive philosophy.”’ 

It is for this reason that the following 
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arguments concentrate on a reconsidera- 
tion of the income concept in order to find, 
at least for accounting purposes, a basic 
point from which to start. Once a clear 
concept of business income has been de- 
fined, many other problems may find a 
relatively easy solution. Income account- 
ing actually represents the ‘center of 
gravity,” as stated by Littleton in the 
book quoted above. 

The “Study Group on Business Income” 
published its well-known report Chang- 
ing Concepts of Business Income (The 
Macmillan Company, New York, 1952). 
The main result of the extended studies, 
as stated in the report, was that income, 
unless clearly defined with regard to “the 
purpose or entity for which it is being 
determined” (p. 15, par. 49), is too vague a 
concept to be dealt with in any relevant 
sense. This statement actually represents 
the challenge to the accounting profession 
to proceed in defining income by determin- 
ing the essential “purpose or entity’ to 
which it refers and, in so doing, to es- 
tablish the ‘“‘center of gravity” on firm 
grounds. 

A number of official statements regard- 
ing this matter have been published by 
professional institutions and numerous 
publications by individual members of the 
profession have appeared in connection 
with the report of the Study Group. In 
view of the still prevailing differences of 
opinion, however, it may not be too late to 
make the following additional contribu- 
tion to the attempt to solve one of our basic 
problems. 


The basic issue 


The difficulty of defining business in- 
come unmistakably is a component of the 
dualism inherent in the free enterprise 
system. The entrepreneur or owner of a 
business enterprise is entitled to withdraw 
all income except that which is required to 
meet the obligations of the enterprise to- 
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ward others. The expectation of such net 
income is the basic stimulant to busi- 
ness. Businessmen risk their capital and 
apply all their ingenuity to find out ways 
of rendering profitable services to the 
market. 

The combination of the two words 
“profitable” and “service” reflects the 
dualism referred to above. “Profitable” 
concerns the owner’s interest,—‘service”’ 
points to the interest of his counterpart, 
the client or the market in general. The 
profit motive and the service motive form 
the subjective and objective sides of busi- 
ness and belong together. No matter 
which of these two elements may prevail 
in the mind of an individual businessman, 
their combination forms the basis and 
establishes the superiority of the free en- 
terprise system over any other economic 
system, because the concurrence of the 
profit and service motives is the most 
efficient guarantor of economic success. To 
satisfy the need of goods and services is the 
purpose of an enterprise; to make profit is 
the individual aim which prompts the 
entrepreneur to act. 

This statement is not reversible. No- 
body—not even the most vigorous de- 
fender of profit making—would dare to 
spell out officially that enterprises are es- 
tablished primarily for the benefit of those 
who want to make money and that serv- 
ices rendered to the market are by-prod- 
ucts of businessmen’s activities in making 
money. 

Business, in this respect, is not different 
from other activities of society. There may 
be physicians, lawyers and members of 
other comparable professions who are 
more interested in earning their fees than 
in the actual objects of their profession; 
but it is generally taken for granted that 
the main purpose of such activities is the 
professional performance as such. Whereas 
in fields other than business the profit 
motive would never be admitted to be the 
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main issue, business often seems to be jp. 
clined to “put the cart before the horse” 
by emphasizing profit making as its basic 
concern. 

Regardless of what an individual en. 
trepreneur has in mind, he finds himself op 
public duty in the capacity of producer or 
distributor of goods, or in rendering other 
services to the market. Business is inte. 
grated in society and cannot be conceived 
outside the social body. Every economic 
function is a social function. 

The theory of business economics and 
accounting is not a theory of profit mak. 
ing. Financing, cost accounting, etc., are 
not taught with the primary aim to dem- 
onstrate how to make money. A quick 
look into any representative textbook 
shows the much broader aspects involved. 
The concept of private enterprise, the 
main field of accounting activities, cannot 
be different. 

The “service” concept is closely con- 
nected with the so-called business-entity 
concept. Once a business enterprise has 
been established, it forms an organiza- 
tional entity—an institutional unit in its 
own rights. It not merely represents the 
prolonged arm of the entrepreneur: it is 
an organism governed by the rules de- 
rived from its “raison d’étre.”’ The grocery 
store follows the specific requirements con- 
nected with buying and selling groceries, 
a car manufacturing plant those of pro 
ducing and selling cars, a shipping line the 
exigencies of and regulations for sending 
people and goods overseas. 

This concept of service to the market, 
performed by ad hoc organized units is in 
no way contradictory to the private en- 
terprise concept, the latter representing 
the most successful form of economic units, 
which also has proved to be the only one 
apt to preserve a free society. The service 
concept has nothing to do with socialism 
in its political sense. It is in line with the 
social-mindedness of a mature community 
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and cannot be disregarded by the account- 
ing profession. 

In combination with the business entity 
concept, the service concept of business 
enterprises answers the questions of “what 
is the business of business?”’ and “‘what is 
accounting accounting for?” A well-con- 
sidered application of the combined con- 
cepts offers the platform on which a posi- 
tive accounting philosophy may be based. 

Its elements with regard to income may 
now be stated as follows: 

(a) Business income represents a com- 

pensation for services rendered. 

(b) A full compensation for services ren- 
dered is performed only, if the sales 
proceeds or service fees collected in 
return for services rendered enable 
the enterprise to continue rendering 
the same services in quantity and 
quality as before. 

(c) The excess of sales proceeds or serv- 
ice fees over what is required for 
the full compensation of the enter- 
prise as defined above, is net income 
or profit available for withdrawal by 
the owner of the enterprise. 

This definition brings into the picture 
the strongly debated replacement cost 
concept. We are here not concerned with 
procedural matters, but it may be admit- 
ted in this connection that considerable 
difficulties may occasionally arise in as- 
certaining replacement values for such 
assets as plant and equipment which may 
not be replaced for long periods of time. 
However, the replacement concept is much 
too sound in principle to be abandoned for 
procedural reasons. It should be taken asa 
basic idea rather than as a method of cost- 
ing. No better way to measure the sub- 
stantial value of monetary returns can be 
found. The replacement cost principle to 
evaluate income should apply, therefore, 
whether or not identifiable cost items can 
be ascertained for each element of the 
substance absorbed by services rendered. 
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The financial as pect. 


The financial side of business attracts 
predominant attention which often over- 
shadows all other aspects. Accounting in 
particular is exposed to a possible dis- 
placement of its economic perspective by 
the general use of the monetary unit as a 
medium to express everything including 
mere internal transactions with no direct 
bearing on monetary fluctuations. In 
order to preserve the right perspective, it 
should be clearly recognized what the 
financial aspect represents in the economy 
of enterprises. 

Financing is the combination of all 
operations by which monetary media re- 
quired for specific purposes are made avail- 
able. The everchanging conditions of busi- 
ness necessitate constant attention to fi- 
nancing. This involves the day-to-day care 
for current cash as well as the foresight for 
larger and extraordinary transactions such 
as new investments, special campaigns, 
etc. It is dominated by the money and 
capital market conditions on one side, and 
by the specific and ever varying financial 
requirements of the individual business on 
the other side. The volume and the kind of 
monetary resources at the disposal of an 
enterprise decide to a large extent its re- 
sults. The methods of financing have a 
direct bearing on the operating results; 
liquidity and profit are closely interrelated. 

It is therefore understandable that fi- 
nancing absorbs a great deal of the atten- 
tion of everybody interested in a given 
enterprise. The fact remains, however, that 
financing fulfills an auxiliary function only. 
Monetary capital is like steam or fuel in 
an engine. In spite of its vital importance, 
it is and remains a medium. This concept 
should clearly be kept in mind to avoid 
erroneous interpretations. The general 
overemphasis given to the financial aspect 
of business in public may have contributed 
(and still contribute) to certain prejudices 
against capitalism. 
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The recognition of financing as an 
auxiliary function also comprises the fi- 
nancial side of business ownership. Pro- 
prietorship capital ranks first among the 
financial sources of an enterprise. Accord- 
ingly, it has the benefit of special priv- 
ileges. The owners of proprietorship cap- 
ital are under normal circumstances the 
leading financiers of an enterprise, but in 
this capacity they still are members of the 
auxiliary corps engaged in promoting the 
services to be rendered by the enterprise. 

Where ownership and management are 
combined, the owner-manager, by adding 
managerial functions and authorities to 
his financial position, becomes entitled to 
additional privileges in compensation for 
services rendered. Where no managerial 
functions are exercised, however, the role 
of the capital owner is determined solely 
by his financial position. This becomes par- 
ticularly evident in large corporations, 
where under certain circumstances whole 
groups of shareholders may even appear 
to be underprivileged. 

The growing importance of wide-spread 
share capital seems to develop a new type 
of business, often called ‘Management 
Economy.” Although it may be exagger- 
ated to look at Management Economy as 
a kind of revolutionary development in 
the frame work of the modern economic 
structure, as some people seem to assume, 
we cannot disregard the marked difference 
in owner-management relationship be- 
tween smaller and larger organizations, the 
latter being characterized by the prepon- 
derance of management over ownership, 
at least where current operations are con- 
cerned. This is due to the indirectness of 
the actual owners’ participation in admin- 
istration. In corporations of this type, 
management, and with it accounting, 
develop a distinct attitude of independ- 
ence. The legal authority of the ‘‘anony- 
mous” capital fails to be regarded as an 
equivalent to the personal authority of a 
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“boss.” It is replaced by a new authority 
which rests on internal standards derived 
from the corporation’s business as such, 
This is a triumph of the business entity 
concept and the confirmation, backed by 
large-scale practical experiences, of the 
theory that the inherent tasks of an enter- 
prise are predominant over all other as- 
pects. 


Value measurement 


Accounting is confronted with the phe- 
nomenon of relative values in all its efforts 
to evaluate goods and services, cost and 
revenue. Even the seemingly unmistak- 
able concept of cost value is far from being 
a reliable criterion. In capitalizing the cost 
price of purchased goods, the mere his- 
torical fact is recorded that a given mone- 
tary amount has been spent for acquiring 
the respective goods. In no way is it as- 
certained thereby that the goods are 
“worth” that much with regard to the 
business operations for which the pur- 
chase was made. No measurement exists 
by which the specific usefulness of an item 
could be expressed in general terms. 

In addition to the relativity of values, 
the factor of unstableness aggravates the 
dilemma. All attempts to reflect the fluc- 
tuations of values in the accounts distort 
the main purpose of accounting. A way out 
can be found only by concentrating on the 
recognition that relativity and unstable- 
ness are under no circumstances elements 
of the business performance. Only per- 
formed transactions are the objectives of 
accounting. Relativity and unstableness 
are important factors of planning and 
every sound business man takes them into 
consideration. Accordingly, cost account- 
ing, forecasts, price calculations, produc- 
tion and sales planning, and all other func- 
tions connected with decisions and dis- 
positions have as their main objective to 
define as exactly as possible the relative 
data by which the respective values are to 
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be measured, and the circumstances under 
which they are supposed to have certain 
effects. This, however, is not a problem of 
accounting theory. Although extremely 
involved in and closely connected with 
scientific techniques, costing and planning 
are not basic problems of accounting 
ideology. The recognition that value fluc- 
tuations are to be disregarded as long as 
they have not affected performed busi- 
ness transactions, expresses a basic prin- 
ciple which should form part of the ac- 
counting philosophy for which we are look- 
ing. In the light of this principle, cost 
values represent the only reliable data for 
balance sheet purposes, no matter how in- 
significant they may be in regard to real- 
able values under changing conditions. 
Such conditions are irrelevant as long as 
they are not realized. As soon as a trans- 
action is performed, the then prevailing 
conditions are reflected in realized profits 
orlosses. Prior to this, no connection exists 
between the changing conditions which 
cause the relativity and unstableness of 
values and the assets themselves which 
remain capitalized because they are still 
unabsorbed. They represent, in the mean- 
time, deferred cost items which have noth- 
ing to do with what happens outside of 
the enterprise. The regular balance sheet is 
an account of residua which, under normal 
conditions, are best expressed in historical 
cost values. 

In contrast to this conclusion with re- 
gard to balance sheet valuation, it must be 
emphasized that the effect of fluctuating 
values on performed transactions is of 
paramount importance. As soon as goods 
are sold or other services to the market 
tendered, an exchange of values in sub- 
stance is performed. This exchange makes 
itnecessary to evaluate the new values in 
comparison to the values absorbed. The 
standard of such measurement is to be 
based on the concept of indefinitely con- 
tinued services. The principles outlined in 
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the foregoing paragraph on income account- 
ing then apply. Whether the necessary 
adjustments are made with regard to cost 
or in the form of appropriations from or to 
income, is again a matter of procedure and 
should not be considered a basic problem. 
In this writer’s opinion, no book value 
adjustments outside of the area of meas- 
uring cost and revenue are required. Ad- 
justments performed by inventory valua- 
tion methods such as LIFO represent an 
inconsistency, apart from the inaccuracy 
of the results derived from these indirect 
methods of income evaluation. 
Adjustments of balance sheet items 
under special circumstances such as 
liquidation, separation of partners and 
dissolution do not involve basic problems. 
The specific situations for which such 
balance sheets are established indicate the 
specific methods of valuation to be applied. 


ACCOUNTING RESPONSIBILITIES 


As a consequence of the evergrowing 
size and number of business enterprises 
and the close interrelation of most sectors 
of the social economy, accounting is now 
exposed to responsibilities far beyond the 
immediate task of the profession. Ac- 
countants no longer perform predomi- 
nantly internal work; to a large extent, ac- 
counting data represent public informa- 
tion material and are at the same time im- 
portant media of public relations to man- 
agement. They form essential sources of 
information to governmental agencies, to 
the press, to labor unions, to economic re- 
search bodies, etc. Dividends, wages, 
taxes, loans, depend on data prepared and 
presented by accountants. 

Furthermore, taking into consideration 
the broad aspects of Public Accounting 
and the large field of public administra- 
tion, social agencies and other nonprofit 
organizations where accountants perform 
no less important work than in private 
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enterprises, it is no exaggeration to speak 
of the accounting profession as an integral 
element of the economy as a whole. 

These aspects are to be underlined in 
this connection because: 

(a) they evidence the shortsightedness 
of those who still look at accounting 
as an internal and technical func- 
tion; 
they highlight the influence eman- 
ating directly and indirectly from 
accounting activities; 

(c) they emphasize the element of serv- 
ice to the public that is involved in 
accounting and the consequent re- 
sponsibilities of the profession to the 
community. 

These characteristics of the profession 
and its far-reaching influence clearly ev- 
idence the need for establishing fundamen- 
tal concepts and principles based on an 
ideology which should be in harmony with 
the theoretical, ethical, legal and practical 
requirements of our times. 

On the other hand, they also lead to the 
recognition that a tremendous responsibil- 
ity is involved in every step toward chang- 
ing concepts and new regulations. This 
explains a certain reluctancy often en- 
countered in professional circles to rec- 
ognize the need for an adaptation to new 
circumstances. 

The way can and will be found to recon- 
cile these two conflicting aspects by the 
cooperation of all those who perceive the 
challenge of present day conditions to the 
accounting profession. 


(b) 
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CONCLUSION 


The following conclusions represent, jn 
this writer’s judgment, the essence of the 
foregoing paragraphs and may serve asa 
draft of principles on which a positive 
philosophy could be based. 


1) 


2) 


3) 


4) 


5) 


6) 


Accounting deals with all economic 
aspects of business enterprises. 

An enterprise is an economic unit in 
its own right and is assumed to be 
continued indefinitely, if not other. 
wise defined. 

The object of an enterprise is ex- 
pressed by the services it renders to 
the market. 

Assets and liabilities, cost and rev- 
enue, are to be measured according 
to the relative value of each item to 
the performance of the specific serv- 
ices in the market for which the 
enterprise was established. Such 
measurement should not lead to 
balance sheet adjustments of individ- 
ual assets and liabilities except for 
net income and the connected capital 
accounts. 

Net income is the excess of values re- 
ceived in return for rendering serv- 
ices over the values absorbed by 
such services. Measurement of mone- 
tary returns should reflect their 
power to replace in substance the 
values absorbed, regardless of the 
time and form of such replacement. 
Accounting involves a_ public re 
ponsibility, regardless of the types 
and forms of the economic units for 
which it is performed. 
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ACCOUNTING THEORY AND THE 


LARGE CORPORATION" 


WalIno W. SUOJANEN 
Associate in Accounting 


University of California, Berkeley 


the nature of the American economy 

has been radically altered by the 
emergence of large, publicly owned cor- 
porations in which there is a separation be- 
tween ownership and management. One 
observer characterizes the large, indus- 
trial enterprise as the “representative in- 
stitution of an industrial society.’”’ De- 
spite the impact of the large corporation on 
society, most social sciences have not de- 
veloped a conceptuai frame of reference 
which would serve as a guide to policy and 
an explanation of corporate behavior. 
Legal theory is still couched in terms of a 
corporate person. Economic theory is still 
mainly concerned with the one plant firm 
that produces only one product. Account- 
ing theory recognizes the enterprise as an 
“entity’—this frame of reference is still 
restricted, although an improvement over 
the older ‘‘proprietary’’ concept. 

The lag between practice and theory 
seems to be typical of most of the social 
sciences. A ‘new order’’ seems to be emerg- 
ing in the American economy as a result of 
the devlopment of the large corporation. 
Both the structure and the behavior of the 
large corporation are different from that 
visualized under the “proprietary” and 
“entity” theories of the firm. Recent years 
have witnessed a considerable discussion 
by corporate managements of the social 
responsibilities of the institutionalized cor- 


[ IS COMMONLY RECOGNIZED TODAY that 


__ * This paper is an outgrowth of a seminar in account- 
ing theory conducted by Professor Perry Mason and 
Professor Maurice Moonitz at the University of Cali- 
fornia, Berkeley. 

* Peter F. Drucker, “The New Society” (New York, 
Harper & Brothers, 1949), p. 49. 
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poration; this type of behavior is very 
difficult to place into either of the two 
traditional frames of reference that are 
found in accounting theory. A study of the 
published annual reports of large corpora- 
tions indicates that there is a definite trend 
toward a social concept of the firm; it is 
the purpose of this paper to analyze the 
implications of this development upon 
accounting theory and to suggest a supple- 
mentary method of income reporting. 

The traditional balance sheet and in- 
come statement appear in the published 
annual reports of all large corporations. 
The funds statement is also quite common 
and becoming more popular. Most inter- 
esting, from the point of view of this paper, 
is the increasing appearance of still an- 
other type of statement which, to the 
writer’s knowledge, has heretofore ap- 
peared in the literature only in a statistical 
context. Annual reports refer to it by some 
name such as “distribution of income” or 
“distribution of revenues” or show a pie 
chart analyzing the gross income dollar of 
the firm. As these statements are studied, 
it becomes apparent that the concept of in- 
come which they are describing differs 
from that found in the usual income or 
profit and loss statement. 

In both the proprietary and entity 
theories of the firm, the rationale for the 
reported income figure is the existence of a 
natural or artificial person with a claim 
to the income. The entity theory sub- 
stitutes the personality of the entity for 
the personality of the proprietor and thus 
neatly solves the problem of perpetual 
succession. The shareholders are, in effect, 
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considered to be no different from other 
creditors except that their claims appear 
below the others on the balance sheet.” 

Perpetual succession of shareholders in 
the enterprise presumes that there will be 
continuity of activity in its operations. The 
concept of the going concern is firmly em- 
bedded in accounting theory and, in the 
case of the large corporation, seems to 
square with observed fact. Within the 
foreseeable future one can hardly visualize 
the liquidation of most of those corpora- 
tions that have their stock listed on a na- 
tional or regional stock exchange. When 
the entity theory refers to the large cor- 
poration as an “‘institution in its own 
right”’ it is certainly close to the mark. 
But the concept of the large corporation 
as an institution requires more than a mere 
statement to that effect; it requires, above 
all, an analysis of the meaning of the term 
and what the implications of the institu- 
tionalized corporation are for accounting 
theory. 


THE ENTERPRISE THEORY OF THE FIRM 


For purposes of convenience, it will be 
assumed that the enterprise theory of the 
firm refers to those corporations whose 
common stock is listed on national or re- 
gional stock exchanges and hence are sub- 
ject to considerable degree of govern- 
ment control. In this concept, the enter- 
prise is conceived as a decision-making 
center for the people who are participants, 
however, fleeting or intimate may be their 
contacts with it as an organization. The 
decisions made in the enterprise affect, in 
one way or another, the stockholders, the 
employees, the creditors, the customers, 
various governmental and social control 
agencies such as the Securities and Ex- 

2 Perhaps the most comprehensive criticism of the 
proprietary and the entity theories in the light of recent 
institutional developments appears in William J. Vat- 
ter, “The Fund Theory of Accounting and Its Implica- 


tions for Financial Reports,” The University of Chicago 
Press, Chicago, 1947, Ch. I. 
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change Commission and the New York 
Stock Exchange, and that most ephemeral 
of groups known as the “‘public.”’ In recent 
years the “social responsibilities” of the 
enterprise have become of increasing con. 
cern as witness the following: 


“In a changing economy, accounting has been 
undergoing a change. From a convenient mechan. 
ical device, privately applied to the measurement 
of the status and results of a business enterprise, 
it has grown into an important medium for the 
public expression of the important facts about our 
vast and complex commercial and industrial so. 
ciety. Where the accountant once was concerned 
merely with assisting the owners of a business to 
evaluate its operations in money terms, he now 
must recognize a broad social responsibility. His 
findings, and the manner in which he sets them 
forth, have become the basis for significant deci- 
sions and policies, not only in business affairs, but 
in economic, social, and political matters as well.” 


In a more recent analysis of the Ameri- 
can corporate scene, the following analysis 
occurs: 


“Looking at the problem broadly, we have an 
economic system that is materially different from 
that of 1913 when the first income-tax law of the 
present series was first enacted. Today our bus- 
ness is, to a great extent, conducted by large 
corporations, the managements of which cannot 
be governed wholly or even mainly by the desires 
of the nominal owners. As Oswald W. Knauth has 
pointed out in a recent article entitled “Group 
Interest and Managerial Enterprise” in the Jou- 
nal of Industrial Economics, Vol. I, April, 1953, 
the primary concern of management groups is to 
maintain the flow of production. In order to do 80, 
the groups have to consider constantly their rela- 
tions with customers, suppliers, labor, govern- 
ment, and creditors, as well as the stockholders.” 


The entity theory defines the enterprise 
as “an institution in its own right.” This 
definition is far broader than that of Chief 
Justice Marshall who defined the corpora- 
tion as “an artificial being, invisible, in- 


3 W. A. Paton and A. C. Littleton, “An Introduction 
to Corporate Accounting Standards,” Chicago: Amer 
can Accounting Association, Chicago, 1940 p. v. (How- 
ard C. Greer). 

4 George O. May, “Stock Dividends and Concepts of 
Income,” The Journal of Accountancy, October, 1953, 
Vol. 96, p. 431. 
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tangible, and existing only in contempla- 
tion of the law.’® Better than a century 
elapsed between Marshall’s classic legal 
definition and the development of the en- 
tity concept of the corporation. The eco- 
nomic changes that occurred during this 
span of time resulted in the institution- 
alization of the large corporation. As we 
have noted above, acknowledged account- 
ing authorities are now beginning to agree 
that the concept of the enterprise as an 
institution calls for a theoretical frame- 
work considerably broader than that of a 
corporate personality. Marshall’s defini- 
tion was relevant in its day because the 
corporate form of organization was still 
relatively novel; today it appears to be 
overly narrow. 

The enterprise theory of the area of ac- 
counting application accepts the concept 
of the large corporation as ‘‘an institution 
in its own right.” This, however, immedi- 
ately raises the question of defining an in- 
stitution for purposes of further analysis. 
Sociologists have been concerned with the 
study of institutions for a long period of 
time and we turn to them for definitional 
aid. 

“An institution is ‘a recognized custom or form 
of social tradition or idea, manifested in and 


through human beings either in their personal 


conduct and relationships or through organised 


groups or associations’.’”® 


Since the enterprise is an organized asso- 
ciation, it will be defined as follows: 


“Any group of persons pursuing a common 
purpose or system or aggregation of purposes by a 
course of co-operative action extending beyond a 
single act, and, for this purpose, agreeing to- 
gether upon certain methods of procedure, and 
laying down, in however rudimentary a form, 
tules of common action. At least two things are 
fundamentally necessary for any association— 
a common purpose or purposes and, to a certain 
extent, rules of common action.’’? 


Trustees of Dartmouth College v. Woodward, 4 
Wheat. 518 (U. S. 1819) 

*G. D. H. Cole, “Social Theory,” Methuen & Co., 
Ltd., London, 1920, p. 43. 
TTbid., p. 37. 
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In this definitional framework, the 
industrial enterprise is the association 
through which the institution of the ‘‘new 
society” is made manifest. The concept of 
the enterprise is considerably broader than 
that of the entity because the former con- 
cept endeavors to discover the role of the 
firm in society whereas the latter isolates 
the firm as a self-contained abstraction 
existing apart from the rest of the com- 
munity. One of the clearest expositions 
of the enterprise is the following: 


“Subject to all these pressures, management 
has come less and less to consider itself respon- 
sible to the owners and more and more to accept 
responsibility for the corporation as a whole. It 
does not oppose the demands of the other parties 
in the interest of the owner, but on the contrary, 
attempts to satisfy them all—dividends for 
stockholders, high wages and good conditions for 
employees, friendly relations with government, an 
approving public, customers who will return for 
future purchases. In a sense, such a point of view 
might be interpreted as enlightened self-interest 
of management, or enlightened stockholder inter- 
est, but typically it goes beyond that in the inter- 
est of permanence.’’® 


In the course of the last half-century, 
the American economy has witnessed the 
“institutionalization” of the enterprise. 
Especially significant in this development 
has been the role of management—instead 
of merely representing the stockholders it 
has become the custodian of the enterprise 
objectives of survival and growth. It is 
important to note that the enterprise ob- 
jectives exist apart from the enterprise 
participants, i.e., the firm continues as an 
organization no matter what changes may 
occur in the corpus of the participants. In 
this respect, it must be noted that the 
functions of management are mediative as 
far as the enterprise is concerned; although, 
in the public eye, management represents 
the corporation, it is not the corporation 
as an entity, but rather this participant 

8 Oswald W. Knauth, “Group Interest and Manage- 


rial Enterprise,” The Journal of Industrial Economics, 
Vol. 1, No. 2, April, 1953, p. 89. 
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group that makes the major decisions for 
the enterprise. 

Some would argue that the original 
stockholders delegate the day-to-day task 
of administering the affairs of the enter- 
prise to management. There is some logic 
to this argument but it is extremely diff- 
cult to apply in the case of shareholders 
who have acquired their share from a pre- 
vious stockholder. To argue that each new 
stockholder reaffirms the original delega- 
tion is to refuse to accept the institutional 
fact that the enterprise exists apart from 
any of the participants. As a matter of 
fact, there is even some doubt that the 
original stockholders delegate powers to 
the management. 

“In corporate bodies, the powers of the board 
of directors are, in a very important sense, orig- 
inal and undelegated. The stockholders do not 
confer, nor can they revoke, those powers. They 
are derivative only in the sense of being received 
from the state in the act of incorporation. All 
powers conferred by statute, or impliedly granted, 
must be exercised by the directors who are con- 
stituted by the law as the agency for the doing of 
corporate acts. In the management of the affairs 
of the corporation they are dependent solely 
upon their knowledge of its business and their 
own judgment as to what its interests require.’’® 


The state, in effect, recognizes the or- 
ganization objective by approving the 
creation of a corporation to carry out a 
common purpose and by setting up certain 
rules of common action. In time, as owner- 
ship is separated from management, the 
corporation becomes an institution if it 
manages to remain a “going concern.” 
This is in considerable contrast to the 
strict “entity” theory which regards the 
owners as being separate and distinct from 
the firm itself. If this holds true of the own- 
ers, then all of the other participants must 
be regarded as being similarly situated. 
But this position is hardly tenable for then 
the “entity” exists im vacuo and has no func- 
tional purpose in society. In other words, 
an organization has meaning insofar as it 


® Mason v. Curtis, 223 N. Y. 313 (1918). 


The Accounting Renew 


has an organization objective or purpog 
and this cannot exist apart from the society 
of which it is a part and which gives mean. 
ing and relevance to it. 

Legally, the responsibilities of manage. 
ment to stockholders are superior to their 
responsibilities to other participants since 
they are still the owners if only in a nom. 
inal sense. But, as has been discussed 
above, the stockholders in an enterprise 
and their rights are subsidiary to the or 
ganization and its survival. If this analy. 
sis of the enterprise is valid, and it seems 
to square with organizational theory, then 
a number of the thornier problems en- 
countered in accounting theory will be 
more easy of solution than under the rela- 
tively sterile, legal concept of the “entity.” 

As the enterprise is studied, it becomes 
apparent that many decisions are made in 
which the interests of the stockholders are 
not paramount. Usually these decisions 
look forward to the growth and preserva- 
tion of the enterprise as an organization, 
i.e., they implement the “going concern” 
concept. Stock dividends, for instance, are 
often made to placate stockholders and 
yet the latter do not receive income. Actu- 
ally, the purpose behind the stock dividend 
may be to preserve the liquidity of the en- 
terprise in order to maintain a working 
capital position or to preserve funds for 
future expansion. In such a case it is quite 
obvious that management feels that its 
prior responsibility is to the organization 
and not to the nominal owners. Here is an 
illustration, and it can be multiplied many 
fold, where a decision by management re 
sults in a basic antagonism between the 
entity and its legal owners. 

Another illustration harks back to the 
early post-World War II days. At that 
time there was considerable discussion 4s 
to the extent to which unions were trench- 
ing upon the “prerogatives of manage 
ment.” Yet what are these prerogatives, 
if, as earlier cited, they can result in con- 


flict between the enterprise and its passive J 
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owners? Assume, for instance, that enter- 
prise participants who are not members 
of management (e.g., those employees who 
belong to a union) are successful in having 
one of their number sit on the board of 
directors. The question then arises as to 
how the person in question will respond to 
the pressures exerted on him. If his loyalty 
to his previous group, the union, conflicts 
with the organization objective, he will be 
of little value in the policy-making process 
because all enterprise decisions must be 
made with the end in view of mediating 
possible conflicts between all participants 
in the organization. A refusal to compro- 
mise on the individual’s part, then, indi- 
cates that one participant group has value 
judgments different from those of the rest 
of the organization but this fact is always 
known to management and it is the pur- 
pose of the latter to frame its decisions in 
terms of the organization objective, not 
in terms of the value judgments of any 
participant group. 

On the other hand, if the person in ques- 
tion realizes the responsibilities of the en- 
terprise to all the participants, he has, in 
effect, submerged his own, or his group’s 
objectives, to the organization objective. 
Having done this, however, makes the in- 
dividual, paradoxically, not a member of 
“labor” but a member of “management.” 
In terms of the value judgments of his 
group, he now no longer represents them 
and cannot effectively serve as their 
spokesman. 

Similar parallels could be drawn as to 
the effect of having members of other par- 
ticipant groups sit on the board of direc- 
tors. Perhaps there is a sound basis in or- 
ganizational theory in drawing board 
members from the ranks of the manage- 
ment group and an equally sound basis 
for having “outside” board members from 
organizations which are not participants 
in the enterprise itself. Dedication of the 


organization objective requires that mem- 
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bers of the policy-forming group be undi- 
vided in their loyalties. 


THE VALUE ADDED CONCEPT OF 
INCOME MEASUREMENT 


In common with other economic organi- 
zations, the enterprise purchases input 
factors and produces goods and services 
which in turn are sold in the market. As 
has been developed previously, if the en- 
terprise is considered to be an institution, 
its operations should be assessed in terms 
of its contribution to the flow of output of 
the community. If the income generated 
in the enterprise is to be analyzed on the 
basis of social considerations, then the 
traditional type of income statement is 
insufficient. The purpose of the value 
added concept of enterprise income is the 
measurement of the flow and its division 
among the participants in the organiza- 
tion. 

The definition of value added that is 
referred to in this paper is the one that has 
been developed by the Department of 
Commerce. Value added is not the same 
as “income produced’’—it is for this reason 
that depreciation and other capital write 
offs appear as a “source’’ of value added 
in Exhibit I. The definition that the De- 
partment of Commerce has established is 
the following: 

“Value added by manufacture is calculated by 
subtracting the cost of materials, supplies, and 
containers, fuel, purchased electric energy, and 
contract work from the total value of shipments. 
In that it approximates the value created in the 
process of manufacture, value added provides the 
most satisfactory measure of the relative eco- 


nomic importance of given industries available 
in the Census of Manufactures,’ 


If accounting is to measure the contri- 
bution of the enterprise to society, in addi- 
tion to its profitability, many of the con- 
cepts developed in national income analy- 
sis can be used to advantage in the prep- 


1© United States Department of Commerce, Bureau 
of oo Census, Census of Manufactures: 1947, Vol. I, 
p. 20. 
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aration of the value added statement. 
It is not the purpose of this paper to review 
national income analysis as it has been 
developed in recent years by such organi- 
zations as the Department of Commerce 
and the National Bureau of Economic 
Research. What is proposed is a state- 
ment, to be prepared by the enterprise, 
to provide more information to the various 
participants than they obtain at the pres- 
ent time from either the income state- 
ment or the balance sheet, which would 
still be prepared as they are presently. The 
value added statement would be a supple- 
mentary report analyzing the value added 
in production and its source or distribution 
among the organization participants." 
The value added frame of reference for the 
enterprise can be adopted with only simple 
modifications of accounting procedure— 
the result is a much more realistic and 
relevant “accounting theory of the enter- 
prise” than under the presently employed 
proprietorship and entity theories. 

In Exhibit I, inventories have been val- 
ued at selling price, rather than at cost. 
Since the focus of the enterprise theory is 
on the flow of output rather than on sales, 
such an assumption is based on an eco- 
nomic, rather than a legal, concept of rev- 
enue. In other words, the enterprise theory 
considers that output is the relevant meas- 

4 The phrase “source or distribution” is used ad- 
visedly since the word “source” would be consistent 


with a cost-of-production theory of value whereas 
“distribution” is related to a marginal (utility) theory. 
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ure of income in the value added state. 
ment; profitability, or net income, is meas. 
ured in the income statement. It follows 
that the amount appearing in the retained 
earnings account is imputed to the enter. 
prise. In the theory itself, the shareholders 
are considered to be residual claimants, 
and, given the mediative role of manage- 
ment, there will be no distribution of cash 
to them until the liquidity of the enterprise 
has been assured. Statistically, it might be 
simpler to reflect the inventories at cost 
(or other conventional basis), but to do 
so has the effect of imputing the “value 
added” to the product by the owners to 
the period and act of sale rather than to 
the period and process of production. 

The difference between the conventional 
method of income determination and the 
value added method can perhaps best be 
illustrated by comparing Exhibit I, which 
is the value added statement, with Exhibit 
II which is a simplified income statement. 
In both statements it is assumed that pro- 
duction was the same in each of the three 
accounting periods and that there were 
no price changes and no changes in the 
quantities of factors employed. 

In the first period, inventories with a 
cost value of $450,000 and a sales value of 
$500,000 produced in period 0 (not shown) 
were sold. The profit for the period was 
$150,000 under the conventional account- 
ing procedure and $100,000 using the value 
added method. In the second period, the 


EXHIBIT I 
Value Added Statement 


Goods Produced at Selling Price.................... 
Less: Purchases of Goods and Services............... 


Total Value Added by Production. . 


Source of Value Added 
Wages and Salaries 
Depreciation... . 


Period 1 Period 2 Period 3 

$1,000,000 $1,000,000 $1,000,000 
200, 200,000 
 $ 800,000 $ 800,000 $ 800,000 
$ 400,000 $ 400,000 $ 400,000 

100,000 100,000 100,000 

20,000 20,000 

180,000 180,000 180,000 

100,000 100,000 100,000 
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EXHIBIT II 
Income Statement 


Gross Profit........... ; 
Selling and Administrative Expenses 


Net Profit..... 


profit under both methods was the same 
because there were no increases or de- 
creases in inventories. In the third period, 
itis assumed that production did not vary 
from that in the two preceding periods 
but that there was an increase in inven- 
tories of $450,000 valued at cost and 
$500,000 valued at selling price. In this 
case, the conventional method of income 
determination resulted in a net profit of 
$50,000 and the value added procedure in 
anet profit of $100,000. 

Both the value added and the traditional 
method of income determination result in 
the reporting of the same income over 
time. The value added method is based 
upon an economic concept of income and 
therefore emphasizes production as being 
the measure of the social performance of 
the enterprise. The traditional procedure 
can be interpreted in two ways. In the 
legal sense, it focuses attention on the 
share remaining to the stockholders as the 
residual claimants. However, the income 
statement can also be interpreted as a 
measure of profitability as has been indi- 
cated above and since only the “profitable” 
enterprise can be considered a going con- 
cern, no basic antagonism exists between 
the value added and the customary pro- 
cedures of enterprise reporting. 

The value added concept would require 
that income be broken down in the manner 
recently suggested in this journal.” This 
is almost imperative in view of the fact 


* Norton M. Bedford, “Using Supplementary Data 
to Interpret Reported Income,” THE ACCOUNTING RE- 
View, Vol. 28, No. 4, October, 1953, p. 517. 


Period I Period 2 Period 3 
$1,500,000 $1,000,000 $ 500,000 
780 000 


270,000 220,000 170,000 
100,000 100,000 100,000 
170,000 120,000 70,000 

000 20,000 20,000 
aes $ 150,000 $ 100,000 $ 50,000 


that in recent years, more and more large 
corporations have diversified their product 
mix so that their operations extend into a 
number of industries. Segregation of in- 
come earned into industrial sectors would 
be beneficial to all the participants in the 
enterprise. The recent tendency of the 
enterprise to “conglomerate” makes it 
imperative that value added data be pro- 
vided for each industry in which the firm 
operates not only for managerial control 
purposes but also as insurance against 
future anti-trust actions by governmental 
agencies. Certainly creditors and stock- 
holders are also entitled to knowledge as 
to the profitability of these new “ventures” 
compared to the performance of the enter- 
prise in its traditional area of operations. 


Advantages of the “Value Added’’ Concept 
of Income Accounting 


If it is assumed that the enterprise is an 
organization with continuing responsibili- 
ties to all the participants and not to the 
stockholders alone, it is clear that the 
present “proprietary” and “entity” con- 
cepts of income as they appear on the 
traditional income statement are (con- 
ceptually) deficient because they hold that 
the sole purpose of the enterprise is to pro- 
vide income, however it may be distrib- 
uted, to the nominal owners. If, however, 

13 Three reasons can be suggested for the expansion 
of the enterprise into other industries: (1) the advan- 
tages of verticaland horizontal integration, (2) as insur- 
ance against a future depression and (3) in order to 
grow in size but to avoid condemnation as a “monopoly” 


which would occur if the share of the firm in any one 
industry were to increase. 
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the frame of reference is shifted from that 
of a personality to that of an institution, 
as is done in the “value added”’ theory, 
then due recognition is given to the fact 
that there is a flow of product in real 
terms matched by a flow of income in 
money terms in the opposite direction to 
the various participants in the enterprise. 
Using this approach, it is obvious that the 
wages paid by the enterprise to its em- 
ployees are of equal significance, dollar 
for dollar, to dividends that are distributed 
to the shareholders. The same reasoning 
applies to income shares received by all 
the other participants in the enterprise, 
including the portion of the earnings re- 
tained by the enterprise itself. Income re- 
porting on a “value added”’ basis recog- 
nizes that the traditional, legal property 
rights have undergone a change in the 
enterprise system and the rights of the 
shareholders, like those of the other partic- 
ipants, are subordinate to the viability of 
the enterprise itself. It also recognizes that 
the responsibility of the management is 
primarily that of preserving the enterprise 
by mediating the claims of the organiza- 
tion participants. 

The “value added” concept of income 
accounting will provide much more rele- 
vant data for this purpose than is available 
in the present income statement. The en- 
terprise statements can be consolidated 
by the Department of Commerce, thus 
providing comprehensive and up-to-date 
economic information about the most im- 
portant area of the economy within a very 
short period of time after the end of each 
quarter and each calendar year. ‘Value 
added” income data will aid government 
agencies in planning for the future by pro- 
viding them with current information on 
the output of goods and services being pro- 
vided by the enterprise and on input-out- 
put relations of the enterprise system. 

The “value added” concept of enter- 
prise income places no primacy on account- 
ing profit as it is defined in “proprietary” 
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or “entity” reasoning, but lists it, along 
with all the income shares generated by 
the enterprise, as a constituent of total 
value added in the firm. This treatment, 
in effect, underscores the equal respongi- 
bilities of the enterprise to all the partici. 
pants. Furthermore, the preparation of 
the supplementary income statement in 
this form makes it possible for the analyst 
to rearrange the data in whatever way is 
thought to be desirable. As an illustration, 
dividends on preferred stock can be treated 
as either a cost of capital or a division of 
enterprise profits depending on the uses 
that are to be made of the data. 

Preparation of “value added”  supple- 
mentary income data need occasion no 
major reorientation of presently accepted 
accounting principles. Managerial ac- 
counting will not be affected in any pro- 
cedural way except insofar as functional 
expenses may have to be reclassified to 
provide the information on the distribu- 
tion of the value added to various partici- 
pants. Enterprise accounting, on the other 
hand, will shift to a conceptual basis that 
assigns the enterprise its proper institu. 
tional role in the economy. 

In summary, the “value added”’ frame 
of reference recognizes that the develop- 
ment of the enterprise has resulted ina 
“managerial revolution’ in which the 
rights of private property, as they have 
been historically defined in law, economics, 
and accounting, are no longer applicable. 
In this paper, an attempt has been made 
to evaluate the changing role of the enter- 
prise in our present-day economy and to 
develop some theoretical foundations for 
an enterprise society. If ‘managerial pre- 
rogatives” are not interpreted in terms of 
social responsibilities, and the power of the 
enterprise reflects itself in predatory be 
havior rationalized upon assumptions 
derived from individual property rights, 
rather than social property rights, then 
the enterprise system can look forward to 
even more direct government controls. 
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INTERNAL AUDITING DEVELOPMENTS 
IN THE AIR FORCE 


Louis N. TEITELBAUM 


Chief, Research and Plans Division 
Auditor General, U. S. Air Force 


ost oF the current literature on 
M internal auditing concerns itself 

with the development and appli- 
cation of internal audit concepts to private 
business. Parallel developments in Federal 
government agencies are occurring but are 
receiving little notice in technical publica- 
tions. Since government operations touch 
or affect many phases of business, the use 
of internal auditing in the government 
should be of interest to the accounting 
profession. This article proposes to present 
apicture of how internal audit began and 
is progressing in one department of the 
government—the United States Air Force. 


SIZE AND IMPORTANCE OF THE JOB 


In terms of dollars expended each year 
for all purposes, i.e., personnel both mili- 
tary and civilian, purchases of land, build- 
ings, equipment and supplies, and other 
operating expenses, the Air Force is un- 
doubtedly the largest single business enter- 
prise in the United States. It is “big busi- 
ness” in its outlook, management organi- 
zation, and operating policies and prac- 
tices. And since the Air Force consumes a 
substantial portion of the total national 
income, it is imperative that its revenues 
be spent judiciously, and in accordance 
with the public interest. 

There is a more or less automatic and 
ultimate control over the operations of a 
private business. An inefficient and losing 
enterprise eventually disappears from the 
economic scene. There is no such automatic 
control over a government agency; nor is 
there any profit or loss figures by which to 
measure its relative efficiency. Further- 
more, if a private organization is ineffi- 


cient, it directly affects only a relatively 
small group of investors. If a government 
agency wastes its funds the entire country 
is the loser. 

It follows, therefore, that any govern- 
ment department such as the Air Force 
needs to work constantly to develop new 
and improved methods and controls in 
order to promote efficiency and check 
wasteful practices. Although the Air Force 
is the youngest member of the defense 
team—it was legally established as an 
autonomous department in 1947'—almost 
from its inception the Air Force has put 
special emphasis on the improvement and 
development of new and better manage- 
ment practices and controls. 


HOW THE INTERNAL AUDIT DEPARTMENT 
OF THE AIR FORCE ORIGINATED 


Before the Air Force organized its own 
auditing department, audit functions were 
dispersed among several organizations and 
audit operations were performed mainly 
at subordinate levels of management. To 
illustrate: during World War II the Air 
Force, then known as the Army Air Forces, 
was part of the War Department (now the 
Department of the Army). Each Army 
Corps of which there were several includ- 
ing the Army Air Forces, performed its 
own audit functions. Each Technical Serv- 
ice of the Army, which was responsible 
for a specialized procurement or construc- 
tion function such as the Quartermaster 
Corps, the Ordnance Corps, the Corps of 
Engineers, and the Army Air Forces per- 
formed its own cost audits of contracts 


— Security Act of 1947, approved 26 July 
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with private industry. It wasn’t until after 
the end of the War that a major step was 
taken by the War Department to consoli- 
date many of these audit activities into 
one agency. In the Fall of 1946 the War 
Department organized the Army Audit 
Agency and assigned to it many, but not 
all, of the audit responsibilities previously 
performed by the Technical Services and 
Corps. 

Looking back on this event one of the 
outstanding facts is that the core of this 
new agency was an audit organization 
which the Army Air Forces had organized 
in 1942 to audit war-time Air Force pro- 
curement contracts. Contrary to general 
practice in other Army Technical Services, 
the Army Air Forces had made its contract 
audit department independent of control 
by procurement personnel which it fur- 
nished with audit and accounting service. 
This basic characteristic—independence 
—was retained by the Army Audit Agency, 
which also was divorced from any control 
by the organizations it audited. Another 
aspect of this independent status also 
proved advantageous. Both the audit divi- 
sion of the Army Air Forces and the Army 
Audit Agency acquired effective control 
of their personnel policies, and the recruit- 
ment and training of professional account- 
ants and auditors was emphasized. Since 
1942 there has been a gradual but percep- 
tible increase in the qualifications and 
salary scales of the audit personnel em- 
ployed. 

After the Air Force became an auton- 
omous department in 1947, it quickly 
became evident that reliance on an audit 
agency controlled and directed by Army of- 
ficials with no responsibility or direct inter- 
est in Air Force operations, was not practi- 
cal. Actual experience proved this arrange- 
ment to be an anomaly and unsatisfactory 
both to the Army and the Air Force. A move 
to establish an audit organization directly 
responsible to Air Force management and 
primarily concerned with Air Force audit 


The Accounting Review 


requirements was inevitable. In the Spring 
of 1948 this movement gathered consider. 
able momentum. 

On 1 July 1948 the Air Force officially 
took on responsibility for its own audit 
functions. The personnel, funds, and work. 
load of the Army Audit Agency were 
divided by mutual agreement between the 
Army and the Air Forces, and a new audit. 
ing agency was set up under the Air Force 
Comptroller who is one of the top man. 
agers of the United States Air Force. This 
auditing department of the Air Force, 
known as the Auditor General, United 
States Air Force, is completely independ. 
ent of actual military or technical opera. 
tions and is responsible for its activities 
only to top management at the staff level, 
The first Air Force Comptroller recognized 
the value to management of a centralized 
and independent audit department. He 
gave the Auditor General a broad charter 
and supported his efforts to organize a 
professional and trained staff of account 
ants and auditors. His successor is con- 
tinuing this policy. 


INTERNAL AUDIT CONCEPTS 
ARE EMPHASIZED 


After the United States became em- 
broiled in World War II, the number and 
volume of procurement contracts awarded 
on a cost-plus-a-fixed fee basis increased 
tremendously. The peace-time detailed 
checks being used by the various military 
services for the audit of these contracts 
became burdensome and even unworkable 
in the case of the larger contract oper 
tions. Modified or new auditing procedure 
were needed. 

On 27, May 1942 the Director, Fiscal 
Division of the War Department directel § 
a memorandum to the various servict 
proposing, in effect, the application of it 
ternal auditing principles and technique 
in the audit of cost-plus-a-fixed-fee co 
tracts. In August 1942 a new audit manul 
which incorporated such principles wé 
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issued. Subsequent revisions of this audit 
manual by the War Department, as well 
as the latest publication of the Defense 
Department (June 1952), the Contract 
Audit Manual, have retained and ex- 
panded these concepts. 

Unfortunately, there is usually a con- 
siderable lag between words and action, 
between an idea and its use. Internal audit- 
ing fundamentals were still not widely 
understood and fully applied in 1948 when 
the Auditor General began operations. 
However, during the period between 1942 
and 1948 this relatively new concept of 
management control, that is, internal 
auditing, had become well known in the 
accounting profession through the growing 
volume of literature on the subject and the 
eflorts of The Institute of Internal Audi- 
tors, Inc., organized in November 1941. 

In the Spring of 1949 the Auditor Gen- 
eral embarked on a positive program to 
indoctrinate the auditors in internal audit- 
ing principles and methods and promote 
the application thereof throughout the Air 


Force. 


The potential value of this “tool of man- 
agement” also was recognized by the De- 
partment of Defense, which is charged 
with formulating accounting and auditing 
policy for the entire defense department. 
As a result of this interest, formal legisla- 
tion was proposed and enacted in 1949 
which by law established the position of 
Comptroller in the Defense Department 
and a Comptroller in each of the military 
departments (Army, Navy, and Air Force) 
who were charged specifically, among other 


matters, with responsibility for ‘internal 


audit.” 
The concept of internal auditing in the 


; Air Force does not differ from that prev- 


alent in private industry. At the present 
writing the “Statement of the Responsi- 
bilities of the Internal Auditor’? and cur- 


"Statement approved and issued by the Board of 
tors, The Institute of Internal Auditors, Inc. on 
15 July 1947, 
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rent developments in this field are con- 
sidered generally applicable to Air Force 
requirements. The chief problems stem 
not from the basic ideas themselves but 
from their application to the existing or- 
ganization. The Air Force is so large and 
complex and widely dispersed that to 
apply effectively the over-all objective of 
“assisting management in achieving the 
most efficient administration of the opera- 
tions of the organization’” is a task of some 
magnitude. Probably no inteinal audit 
department in private business is faced 
with a job of this size. Nevertheless, the 
Auditor General is proceeding with the 
plan to utilize internal audit principles 
and is converting actual audit operations 
in the field from transaction type audits 
to comprehensive appraisals of internal 
controls, and reviews of accounting pro- 
cedures and practices. Looking forward 
the progress toward achieving internal 
audit objectives seems rather slow and 
beset with many difficult problems. Look- 
ing backward almost six years to the time 
when the Auditor General was founded, 
one can discern that considerable progress 
has been made in understanding the na- 
ture, principles and objectives of internal 
auditing, in training and staffing an agency 
which has quadrupled in size during the 
period (from somewhat over 600 to almost 
2500 people scattered throughout the U. S. 
and Overseas), and in actual performance 
of both “protective and constructive serv- 
ice to management.” 


THE AIR FORCE INTERNAL 
AUDITOR AT WORK 


Since “actions speak louder than 
words,”’ perhaps a quick look at what func- 
tions the Air Force auditor performs might 
be helpful. For ease of understanding, 
audit activities can be broken down into 
three broad but related areas of financial 
and accounting operations, viz: 

(1) reviews and appraisals of procure- 


3 See above statement. 
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ment (purchasing) activities of the Air 
Force to evaluate the propriety of the pur- 
chases, to develop information and to 
make suggestions when necessary for im- 
proving the effectiveness of procurement 
procedures and techniques used in the ini- 
tial award of contracts or in later revision 
of prices. This work is done primarily from 
a business and financial viewpoint. 

(2) audits of procurement contracts and 
subcontracts with private industry to pro- 
vide procurement officials with compre- 
hensive cost information, appraise the ef- 
fectiveness of the contractors’ systems of 
internal control and the adequacy of their 
accounting procedures, and to furnish 
technical accounting assistance and advice 
required for proper administration of such 
contracts and subcontracts. 

(3) audits and appraisals of various ac- 
counts and financial transactions at U. S. 
Air Force installations to provide manage- 
ment at each level of command with timely 
information concerning the adequacy of 
internal controls and operating procedures, 
the degree of compliance with regulations 
and directives, the accuracy and reliability 
of the accounts and underlying records, 
and where appropriate to make recom- 
mendations for more efficient administra- 
tion of the activity. 

The first activity mentioned—review of 
procurement—while a relatively new de- 
velopment in governmental auditing, has 
recently received considerable attention. 
In November 1951, the Department of 
Defense, Office of the Assistant Secretary 
(Comptroller), requested the Air Force 
auditors to undertake a survey of procure- 
ment activities of the Air Force which is 
centralized in one of the operating com- 
ponents of the Air Force—the Air Matériel 
Command. Added impetus was given this 
request by the§Comptroller-General of 
the United States* who wrote the Secretary 


‘ The Comptroller-General directs the General Ac- 
counting Office which reports directly to Congress on the 
financial and accounting activities of the executive 
departments. It is an agency of Congress, and among 
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of Defense in June 1952 to the effect that 
it was imperative that the internal audj. 
tors of the military departments apply a 
substantial part of their efforts, qualita. 
tively and quantitatively, to the audit of 
procurement activities including overseas 
procurement. The Comptroller-General 
recognized the extensive efforts directed 
to the audit of contractors’ cost records, 
but suggested that the procedures and ac. 
tivities which lead up to the award of con- 
tracts and to revision of prices were as 
important as and perhaps more important 
than contract audits from the viewpoint 
of financial management. 

The Auditor General has been surveying 
procurement activities on a limited scale 
for approximately a year. One formal re- 
port and numerous informal reports con- 
taining findings and recommendations, 
have been submitted to procurement offi- 
cials. However, the number of personnel 
assigned to this project as of this writing 
has been relatively small in comparison to 
the size and intricate structure of the or- 
ganization, voluminous and involved laws, 
regulations, and procedures in effect, and 
the large number and dollar volume of 
procurement contracts negotiated each 
fiscal year. This is one of the most difficult 
internal audit assignments undertaken by 
the Auditor General. Perhaps a few facts 
and figures will illustrate why this is 0. 
The Air Matériel Command not only pur- 
chases equipment and supplies, but also 
stores and distributes approximately one 
and one-half million different items 
throughout the United States, its posses- 
sions, and in foreign countries; it operates 
many large supply depots, bases, adminis- 
trative procurement districts, and sub- 
offices; during the fiscal year 1953 it 
bought over eight and one-half billion dol- 
other duties, is required to review expenditures by the 
executive departments and offices and determine 
whether they are in accordance with applicable acts of 
Congress. GAO has a somewhat similar relationship to 
Congress that a public accounting firm has to the 


of directors of the corporation whose books it is exam 
ining. 
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lars worth of equipment and supplies. 

The second audit responsibility de- 
gribed above—audits of procurement 
contracts—has been an established re- 
quirement for many years, and is widely 
accepted in Government procurement cir- 
des. It is primarily intended to place pro- 
curement officers in a somewhat similar 
negotiating position to that of Air Force 
contractors or potential contractors. This 
audit service is advisory and furnishes 
procurement officers with cost analyses and 
technical accounting assistance which are 
essential to their negotiation of initial 
contract prices as well as subsequent re- 
vision of contract prices. 

Although it is not possible nor even de- 
sirable to audit every procurement con- 
tract, all contracts with cost reimburse- 
ment features, and the major fixed price 
contracts with price revision articles are 
audited with a view to developing informa- 
tion to assist the procurement officer. 
Audit data furnished normally includes: 

(i) Propriety of the claims submitted by 
acontractor with contract terms and regu- 
lations, including reasonableness of 
amounts claimed. 

(2) Adequacy of the accounting data 
and other representations of the contrac- 
tor concerning past or projected perform- 
ance affecting costs or prices. 

(3) Experienced cost and performance 
data on prior contracts which may be use- 
fulin negotiation of a new contract for the 
same or similar items. 

Nor does the responsibilities of the Air 
Force auditor stop at this point. He is 
frequently called upon by procurement 
oficials to perform other types of audits, 
as follows: 

(1) Terminated contract claims—to 
provide the Air Force termination officer 
with information to negotiate a fair settle- 
ment of a terminated contract. 

(2) Overhead Rate Studies—to furnish 
data relative to a contractor’s overhead 
tate for a particular period of time. These 
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audits normally are used to negotiate fixed 
overhead rates for succeeding periods of 
operation, or in connection with negotiat- 
ing new contracts. 

(3) System Surveys—to review a con- 
tractor’s accounting system and internal 
controls in advance of or simultaneously 
with contract awards to determine whether 
the contractor has adequate controls and 
records, and the necessary cost accounting 
data to furnish accurate costs for Govern- 
ment work. 

(4) Reports on Conditions Causing Ex- 
cessive Costs—to provide information re- 
garding unusual conditions at a contrac- 
tor’s plant which appear to be wasteful or 
extravagant and require correction. 

(5) Industrial Property Audit Reports 
—to furnish data relative to Government 
furnished property, equipment, and ma- 
terial in the custody and under the con- 
trol of the contractor. 

Procurement officers are making effec- 
tive use of these reports to negotiate re- 
ductions in claims and contract prices, 
often in millions of dollars on the larger 
contracts. 

In a strict sense, it may be said that this 
function is not an appraisal activity within 
an organization and, therefore, not a true 
internal audit activity. It does, however, 
closely resemble audits of construction 
contracts’ or the audit of major subcon- 
tracts (construction and manufacturing) 
frequently assigned to the internal audit 
department of many companies. It fulfills 
at least one of the cardinal principles of 
providing a very important and essential 
service to Air Force procurement manage- 
ment. In addition, there has developed in 
recent years an interesting joint or cooper- 
ative relationship between the internal 

5 See “Internal Auditing in Industry” The Institute 
of Internal Auditors, 1950, p. 169, which states: “Large 
customers will often stipulate that their own internal 
auditors must audit the contractor’s accounts and ap- 
prove his uisitions for monthly interim payments 
while work is in progress. In large construction projects, 


the customer may station an internal auditor (as well 
as an engineer) on the project until it is completed.” 
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auditors of a number of Air Force contrac- 
tors (those with substantial government 
business) and the staff of Air Force audi- 
tors usually assigned to such plants (e.g., 
aircraft plants, engine plants, electronic 
equipment plants, etc.). In a real sense, 
Air Force auditors are in this manner co- 
operating or performing internal audits 
jointly with the contractors’ internal audi- 
tors. This development is described in more 
detail in the next section of this article. 
The third principal function—the audit 
of accounts and activities at Air Force in- 
stallations—had also been performed for 
many years before the Air Force became 
an autonomous department. However, it 
is only since 1950 that all audit activities 
at Air Force installations have been ac- 
cepted as an internal audit function and 
centralized in one audit organization.® 
At the present time, resident staffs of 
internal auditors have been assigned to 
every major Air Force installation. Their 
job is to provide audit service for the local 
management—base commanders and their 
staffs—as well as higher levels of manage- 
ment, that is, major commanders who may 
have a number of bases under their direc- 
tion, and so on up to top level management 
at the Headquarters of the U. S. Air Force 
in the Pentagon. The auditors, however, 
are not under the control or direction of the 
commanders; but are assigned, and di- 
rected by the Auditor General, USAF. 
These auditors serve management in two 
ways: (1) through timely reports on the 
various accounts and activities, and (2) by 
furnishing accounting advice and assist- 
ance. These auditors are instructed and 
are being trained to place considerable 
emphasis on an evaluation of the internal 


* There are a few exceptions at present, such as the 
Army-Air Force Post Exchange Services, and Civilian 
payrolls. The former has its own internal auditors, and 
civilian payrolls are closely examined by inspectors from 
the personne! department of the Air Force and the Gen- 
eral Accounting Office. Therefore, the Auditor General 
is presently not auditing these operations to avoid un- 
necessary duplication. 
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controls and the accounting procedures 
and practices used on the operation, and 
to apply selective auditing methods to 
recorded transactions. 

There are approximately fifty different 
accounts and record systems which are 
authorized for use on Air Force bases, 
These accounts or systems are usually clas- 
sified into five main categories, namely, 
military property and sales accounts, non- 
appropriated funds, appropriated funds, 
cost systems, and miscellaneous records of 
operations.’ Of these, thirty to thirty-five 
accounts or records are usually found on 
the average base. At the present time, 
these accounts are independent of each 
other and are not centrally controlled. 
However, the Air Force is actively de- 
veloping and experimenting with a finan- 
cial control plan which contemplates an 
integrated accounting system for all base 
operations. 

Auditors are encouraged to go beyond 
the examination of the books and records, 
and review the operations and procedures 
underlying the accounts. Reporting of 
minor or mechanical errors is discouraged; 
rather emphasis is placed on reporting the 
underlying causes of such errors together 
with recommendations for corrective ac- 
tion, where such suggestions appear to be 
required. 

Within the last three years what has 
been termed a “‘continuous” audit program 


7 This terminology may be somewhat strange to the 
average reader. Military property accounts are similar 
to commercial inventory records; sales accounts are 
records of operations resulting in selling supplies or 
services such as commissaries which are similar to gro- 
cery stores; nonappropriated funds cover various wel- 
fare, morale, and religious activities such as operation of 
restaurants, theatres, emergency aid funds, officers’ or 
non-commissioned officers’ clubs, expenses for religious 
services, recreation activities; appropriated funds are 
records of monies formally authorized by Congress 
through annual budget appropriations for obligation 
and expenditure; cost systems are somewhat similar to 
cost collection systems used in private industry; 
miscellaneous records cover such operations as the cost 
and expenses of local purchases made on a base, the cost 
of operating medical facilities such as hospitals, and 
food processing activities such as meat cutting plants 
and bakeries. 
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was adopted. Under this approach the var- 
jous steps of planned audit programs are 
scheduled at frequent intervals instead of 
waiting until the end of a fixed interval of 
time to examine the accounts. In the 
course of these examinations any weak- 
nesses detected either in the controls or 
practices are immediately reported to the 
local management (commander) for ap- 
propriate action, and, as a rule, no report 
is made to higher management levels un- 
less such information is thought to be of 
value to the latter. However, formal sum- 
mary audit reports are issued at specified 
periods which are intended to give the 
major commanders and certain staff 
offices at Hq USAF, a comprehensive pic- 
ture of the condition of the accounts and 
related operations. 

An onerous chore for which no practical 
substitute has been found is the necessity 
for auditors to be thoroughly familiar with 
voluminous and detailed directives (regula- 
tions, manuals, instructions, procedures, 
etc.). These directives establish the con- 
trols, accounting systems, procedures, 
practices, forms to be used, and many 
other details of operation (including fre- 
quent changes). In past years, determining 
compliance with these requirements was 
the main activity of the auditor. In recent 
years, however, the emphasis is shifting 
from the ‘protective’ to the “construc- 
tive” aspects, and auditors are encouraged 
to look for and recommend methods and 
practices which will result in more econom- 
ical and efficient administration of the ac- 
counts and related operations. 

Although the value of some of the find- 
ings reported by resident auditors at Air 
Force bases can be stated in terms of dol- 
lars and cents, most of the recommenda- 
tions cannot be assigned a monetary value. 
_ Recently, a study was made of Air Force 
inventory controls and distribution activi- 
ties throughout the continental United 
States (data were collected by resident au- 
ditors stationed at 137 Air Force installa- 
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tions). A summary of the findings and 
recommendations was submitted to several 
staff offices at Air Force Headquarters 
(Pentagon), to the Air Matériel Command, 
which has primary responsibility for sup- 
ply activities, as well as to the major com- 
manders and base commanders. 

Literally, thousands of audit reports are 
issued each year on the various financial 
accounts and records maintained by Air 
Force installations. These reports contain 
numerous comments and recommenda- 
tions most of which are readily accepted 
by management. The following are a few 
examples of comments or recommenda- 
tions selected from regular audit reports 
and reduced to summary phrases: 


Clothing Sales 


Charge sales not properly posted to air- 
men’s pay records; receiving reports indi- 
cate incorrect quantities received; daily 
deposits of cash sales not made. 


Fiscal Accounts 


Obligations incurred exceed amount of 
allotment received, excess not authorized; 
obligations recorded without supporting 
documents, such as contracts or other re- 
quired evidence. 


Food Processing Activities 


Supply of subsistence to unauthorized 
personnel; overdrawing of subsistence 
items from bakery and meat cutting 
plants; nonreimbursement for meals sup- 
plied personnel of other services. 


Sales of Supplies and Services 


Landing fees not collected from commer- 
cial airlines; nonappropriated funds not 
billed for services and materials supplied 
from appropriated funds. 


Construction and Maintenance 


Contractors not billed for military labor 
and equipment furnished; government 
overcharged by contractors. 
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Billeting 

Maids and room boys on Air Force pay- 
rolls instead of being paid by personnel 
who use their services; civilian employees 
residing in government quarters not being 
billed as required. 


WHAT OF THE FUTURE 


To paraphrase a well known quotation 
—the past work of Air Force auditors is 
prologue. The Auditor General is working 
continuously to develop a progressive au- 
dit organization. Air Force auditors are well 
aware that their field of operation is large, 
and only a beginning has been made. 

As a means of furthering and charting 
progress, a research and developmental 
program has been under way for several 
years. In August 1953 this program was 
given added impetus by the organization 
of a special Research & Plans Division in 
the Headquarters Office of the Auditor 
General. The intent of this reorganization 
was to permit concentrated attention and 
effort on studies (1) of new or improved 
methods for more effective application of 
internal audit principles to Air Force oper- 
ations, (2) to evolve and test new audit 
techniques and procedures for use by audi- 
tors in the field, (3) to adopt and use to the 
extent practical the more progressive audit 
concepts being developed in the commer- 
cial and public accounting and auditing 
fields, and (4) to improve and amplify the 
present internal audit reporting system in 
the Air Force. 

A number of research projects are ac- 
tively being carried on. Some are con- 
cerned with limited phases of particular 
problems in each of the three areas of 
financial operations which were described 
in preceding paragraphs. However, two or 
three of the studies are wider in scope and 
involve several inter-related aspects such 
as critical analyses and appraisals of pres- 
ent audit procedures and reporting prac- 
tices, organizational structures, attitudes 
of Air Force commanders toward auditors, 
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and the kind of audit service most usefy] 
and acceptable to responsible officials 
Brief descriptions of three or four of these 
research projects may be of especial in. 
terest to the accounting profession. 


Internal Auditing in Coniractors’ Plants 


A considerable amount of experimenta- 
tion and testing has been carried on over 
the past three years on a project which 
utilizes internal audit principles and tech. 
niques in the audit of procurement con- 
tracts. This program is an adaptation of 
accepted internal auditing methods, such 
as would be applied by the company’s own 
internal auditors. In fact, in some cases 
the contractor’s internal auditors and gov- 
ernment auditors schedule joint surveys 
of the company’s internal controls, inter- 
nal accounting procedures and practices, 
usually arriving at identical or similar 
conclusions and recommendations. The 
company’s auditors make their report to 
their management and the Air Force audi- 
tor to an Air Force procurement represen- 
tative who is assigned responsibility for 
administration of the contract or con- 
tracts. 

These findings become the basis for de- 
termining the degree of reliance that can 
be placed on the accounting system, and 
the extent of testing that must be applied 
to the contractor’s claims submitted for 
reimbursement, or cost proposals sub- 
mitted for negotiation of revised contract 
prices. Detailed testing of the contractor's 
records and transactions is kept to a mini- 
mum, with the emphasis placed on selec- 
tive checks of representative groups a 
transactions. Considerable stress is placed 
on prompt correction of deficiencies and 
weaknesses of controls or procedures, and 
segregation or disclosure by the contrac 
tor of costs considered by the Air Force t0 
be doubtful or unallowable. The prevel- 
tion of waste and excessive costs, and col- 
structive proposals for more efficient and 
economical methods and procedures rathet 
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than after-the-fact criticisms is the key- 
note of this program for both the contrac- 
tor’s and the government’s auditors. 

The program is in full swing in a number 
of contractors’ plants; in some, partially 
in effect, but in many plants little or no 
progress has been made. Successful imple- 
mentation of this approach depends to a 
large extent upon full acceptance by manu- 
facturers performing Air Force contracts 
and close coordination and cooperation 
between the internal auditors of the con- 
tractor and Air Force auditors. While some 
contractors are cooperating satisfactorily, 
a few even enthusiastically, others show 
extreme reluctance or refuse to enter into 
a coordinated or joint internal audit pro- 
gram. Although much effort has been made 
to present the considerable advantages 
that would accrue from such a program to 
both the contractor and the Air Force, ac- 
ceptance of the program has not been en- 
tirely satisfactory. At the present time the 
research work is directed toward a study of 
the underlying reasons for the relatively 
slow progress being made. The purpose is 
to find ways of removing the present ob- 
stacles as well as to pool the ideas and 
methods used in the successful cases as a 
guide for application in the future. 


Participation by Public Accountants 


A project which is related to the preced- 
ing study is now undergoing “field” tests 
in two different locations. In brief, this ex- 
periment is intended to test the practica- 
bility of wider participation by public ac- 
countants in the analyses and preparation 
of cost proposals and reimbursement 
claims submitted by contractors. Cost pro- 
posals are presented by contractors for 
initial negotiation of contracts or revision 
of prices on fixed-price contracts with re- 
determination clauses; reimbursement 
daims are submitted by contractors hold- 
Ing cost reimbursement type contracts. 
Extensive experience with both types of 
contracts have convinced government pro- 
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curement officials that a comprehensive 
audit of such claims and proposals is neces- 
sary. The proposed plan under study -s 
that public accountants expand their serv- 
ices to provide professional appraisals of 
contractors’ internal controls and account- 
ing procedures, assist contractors in pre- 
paring their cost data or claims in accord- 
ance with contract requirements, as well 
as furnish essential analyses of the cost 
data or claims. If the proposed plan proves 
feasible, Air Force auditors could place 
more reliance on contractors’ cost state- 
ments or claims and reduce the time now 
spent analyzing and auditing costs on 
many contracts. 


Testing an Integrated Base-Wide Audit Pro- 
gram 


Not all projects wind up with the end 
results originally hoped for. For example, 
an experiment was conducted to test the 
feasibility of applying internal audit prin- 
ciples and techniques to all the numerous 
functions and activities carried on at an 
average or typical Air Force base; in other 
words, to make a comprehensive review 
and appraisal of all the internal controls, 
accounting systems, as well as all other 
related financial activities found on a base. 
A base which included most of the usual 
organizational components and functions 
was selected for the experiment with the 
full knowledge and cooperation of base 
and major command officials. 

The test was programmed for a period 
of eight months, exclusive of time required 
to summarize the results in a final report, 
and required the services of twenty-four 
experienced personnel selected from the 
entire audit organization who participated 
in the program generally on a sixty-day 
staggered time schedule. 

The original plan or audit program con- 
templated an audit of each organization 
found on the base. This program was found 
to be impractical when a count showed 
almost five hundred distinct organizations 
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operating within the confines of the instal- 
lation. Further study showed that all the 
operations could be reduced to eighteen 
primary functions, and a functional ap- 
proach was then substituted. 

Intensive but selective reviews were 
made of each primary function and the 
related accounting systems. The base com- 
mander and his staff were kept informed 
currently of the auditors’ observations and 
appraisals. Interim reports of findings were 
distributed to base officials, or when be- 
lieved to require consideration at higher 
levels were forwarded to appropriate offices 
through the Office of the Auditor General. 
A total of forty-six interim reports were 
issued during the course of the audit, 
which were subsequently summarized in a 
final report of findings and conclusions. 
The main conclusion was negative, name- 
ly, that a single integrated base-wide audit 
program was impracticable at this time, 
but should be re-evaluated when pro- 
grammed base-wide accounting systems 
were installed. However, a fuller under- 
standing of base operations and several 
side products resulted from the test which 
should prove useful and beneficial in fu- 
ture audit operations. 


STATISTICAL TOOLS ARE CONSIDERED 


Many articles, papers, and some books 
have been written in the past several years 
on the application of statistical methods 
to accounting and auditing. The author of 
this article has for several years been in- 
terested in this developing concept, and 
believes that use of statistical techniques 
in selected areas of Air Force internal 
audits could lead to major improvements 
in audit performance, such as, greater reli- 
ability of results, better understanding of 
sampling procedures, clearer recognition 
of the risks inherent in sampling or testing 
methods, and last but not least to probable 
savings in audit costs if the number of 
items now being selected for audit through 
rule-of-thumb, tradition, or intuitive judg- 
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ment could be reduced substantially by 
objective statistical measurements and 
tests. Furthermore, it seems logical that 
government operations which usually in. 
volve large numbers of transactions would 
be particularly susceptible to statistical 
manipulation. 

The Auditor General has informally en- 
couraged experimentation with this rela- 
tively new device in solving auditing prob- 
lems, and several informal experiments 
with statistical tools have been tried from 
time to time by field auditors and supervi- 
sory auditors. These unorganized attempts, 
however, have not led to conclusive results 
either with respect to the particular appli- 
cation or to the development of guides and 
procedures which could be comprehended 
and used by other field auditors working 
with similar or comparable data. A more 
organized effort was needed to properly 
evaluate the potential applications of sta- 
tistics to auditing problems of the Air 
Force. Soon after the organization of the 
Research and Plans Division, a research 
project was initiated to study and test 
the practicability of using statistical con- 
cepts and techniques to supplement and 
improve present audit methods and prac- 
tices. Certain preliminary steps have al- 
ready been completed, and a formal re- 
search prospectus is being prepared for 
early implementation. At the moment, the 
prospects for successful test and utilization 
of this new technique seem bright. 


CONCLUSION 


In conclusion, one feels compelled to 
temper optimism with caution born of 
varied experience in the government serv- 
ice. Barring unpredictable changes in 
policy and direction or unforeseen losses 
in number and capabilities of technical 
personnel, the future holds promise of con- 
siderable growth in scope of operations, 
as well as in depth, and for an increasingly 
effective internal audit service in the Air 
Force. 
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A CASH BUDGET FOR THE SMALL 
MANUFACTURER 


ROBERT S. WASLEY 
Assistant Professor, University of Colorado 


cast of the expected cash transac- 
tions within a designated period of 
time. 

In the majority of small manufacturing 
businesses, the problem of maintaining a 
cash position adequate to meet current 
obligations is one of the most pressing 
problems. The demands for liquid funds 
are legion. Not only must the plant be 
equipped and maintained, but also the cur- 
rent obligations must be paid promptly to 
take advantage of discounts. Also, in a 
period of gradual inflation which this coun- 
try has experienced during the past twenty 
years, the problem of replacing inventory 
and fixed assets has been increasingly seri- 
ous. In addition, the extension of credit to 
customers may have created additional 
demands for working capital, salaries must 
be paid, and in recent years, the increased 
rates of taxation have placed greater de- 
mands upon the liquid funds of all bus- 
inessmen. As earnings are not necessarily 
available in the form of cash, these devel- 
opments have emphasized the need for 
eficient management of cash resources. 

Many businessmen have problems in 
cash budgeting, peculiar to their line of 
endeavor, which only serve to emphasize 
the importance of proper cash manage- 
ment to these business executives. For ex- 
ample, consider a small candy company. 
The candy business is highly seasonal in 
character, the bulk of sales coming around 
Christmas and Valentines Day. To keep 
the company operating at anything close 
to a level rate of production obviously re- 
quires a great deal of planning, especially 
in so far as keeping adequate cash re- 


| CASH BUDGET may be defined as a fore- 


sources on hand during the slack business 
periods. At present, the company is being 
guided by an informal cash budget main- 
tained by the secretary-treasurer of the 
company. As soon as certain technical dif- 
ficulties in the office are overcome, he ex- 
pects to institute a formal cash budget. 


UTILIZATION OF CASH BUDGET 


The cash budget can aid the small man- 
ufacturer in planning for the future in 
many ways. They may be summarized as 
follows: 

1. A plan for the financing of peaks in business 

activity. 

2. Planning for the reduction of bank debt. 

3. Provision of funds for interest require- 

ments on outstanding debt. 

4. Formulation of dividend policies and pro- 

vision of funds for dividend payments. 

5. Provision of funds for tax payments. 

6. Provision of funds for construction expendi- 

tures. 

7. Provision of funds for the taking of cash 

discounts.! 


Scope of Budget Activities 


The degree of exactness required of a 
cash budget is largely a matter of opinion. 
Also it is a matter of the type of business 
being carried on. If there are wide seasonal 
fluctuations in business activity the degree 
of exactness in the preparation of the bud- 
get is naturally much more difficult. 

There are generally three sources of in- 
formation which can be used in the pre- 
paration of this budget. (1) The results of 
normal or routine operations, (2) the re- 
sults of non-operating transactions, and 

1 Policyholders Service Bureau, Group Insurance 


Division, Metropolitan Life Insurance Company, “The 
Cash Budget,” Reprinted 1938, p. 3, 


409 


| 
| 


410 


(3) the changes in fixed asset investments. 
In the case of the small manufacturer, the 
first source of information is the one which 
would probably be the most frequently 
used because in it would be handled the 
majority of the cash of the business. 


The Budget Period 


The maximum cash budget period does 
not necessarily coincide with the period 
used for operating budgets. Production, 
sales and expense budgets usually cover 
a fixed period of time, as for example, the 
fiscal year, whereas the cash budget period 
is frequently progressive in character, and 
is designed to cover a fixed number of 
months in advance. The most common 
progressive cash budget consists of the 
addition of one month at the close of each 
month. The reason for the use of a short 
budget period is the difficulty of preparing 
reliable cash forecasts over an extended 
period of time. There are, of course, many 
modifications of this particular rule. The 
procedures which are used are made to 
conform to the particular situations in 
which individual businesses find them- 
selves. 


FORECASTING METHOD 


The most frequently used means among 
the small businessmen of forecasting their 
cash position is the cash receipts and dis- 
bursements method. This consists of a 
forecast of all transactions involving cash, 
presented in as much detail as considered 
necessary. It involves essentially the pro- 
jection of cash book data over the immedi- 
ate future periods. All transactions affect- 
ing cash must be considered in the prepara- 
tion of this budget estimate, the detail 
depending of course upon the degree of 
accuracy desired. Some of the more fre- 
quent sources of transactions are as fol- 
lows: 


A. Cash Receipts 
1. Routine business operations 
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(a) Cash sales 

(b) Collections from accounts receivable 
2. Capital transactions 

(a) Sales of land, building or equipment 

(b) Sale of materials and supplies 
3. Financial transactions 

(a) Cash income from investments 

(b) Receipts from bank loans 


B. Cash Disbursements 


1. Total wage and salary payroll chargeable 
to operating expense. 

2. Materials and supplies required in con- 
nection with operations. 

3. Other operating expenditures. 

4. Construction expenditures and other addi- 
tions to real estate and equipment. 

5. Financial disbursements, including inter- 
est, payments on debt and retirement of 
outstanding stock. 

6. Dividends to stockholders. 

7. Taxes, national, state and local. 


Adequate records of what has happened 
in past periods are essential to the prepara- 
tion of the cash budget. It is only by hav- 
ing these that the future can be estimated 
in reasonable detail by the small business 
owners. These records of course must be 
accompanied by seasoned business judg- 
ment on the part of management which 
includes an estimate of the immediate fu- 
ture of the organization based largely upon 
experience and as much information as is 
available from trade associations as to the 
future outlook for the industry and for the 
geographical area. Cash sales, if any, can 
be determined as a certain percentage of 
the total anticipated sales volume. The 
determination of the receipts of cash 
through the liquidation of accounts re- 
ceivable is usually a more difficult task. 
If detailed records of past experience are 
available, a schedule can be made deter- 
mining the collections of accounts receiv- 
able for any stated period of time. This is 
assuming that there are no seasonal peaks 
in sales or collections. In order to make 
the schedule: 


First, find (for the year preceding the budget 
period) the per cent of the year’s sales included in 
the receivables at the end of the year, thus: 
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Sales (less provision for bad debts) 


Accounts receivable, December 31, 
1952 (less reserve for bad debts) . 18,400 
Per cent of sales uncollected....... 30.92% 
Then estimate the collections thus: 
Accounts receivable, December 31, 
1952 (less reserve for bad debts). $18,400 
Estimated sales (less provision for 
bad debts) for year 1953........ 62 ,500 
$80 , 900 
Estimated net accounts receivable, 
December 31, 1953, 30.92% of 
Estimated collections for year 1953. $61,575 


A similar procedure may be followed in 
estimating the receipts by months and 
quarters during the year. 

If there are seasonal variations in sales 
or collections, the foregoing procedure 
should not be used, as it is based on the 
assumption of a uniform flow of business 
throughout the year. Under such condi- 
tions it will be preferable to determine, as 
of the end of each month during prior 
years, the per cent of sales for the month 
(or some longer period) remaining uncol- 
lected. By applying these per cents to the 
budgeted sales, it will be possible to esti- 
mate the uncollected receivables at each 
month end during the budget year, and 
then to estimate the monthly collections. 

If most of the sales are made to a few 
large customers and the remainder are 
made to a great number of smaller cus- 
tomers, it may be desirable to forecast the 
collections by estimating the receipts from 
the larger customers on the basis of their 
individual paying habits and by estimating 


A Cash Budget for the Small Manufacturer 


411 


the receipts from the group of smaller cus- 
tomers on the basis of an averaged collec- 
tion experience with them.’ 

On the basis of these forecasts, amounts 
of cash on hand at the beginning of each 
month can be estimated with reasonable 
accuracy. 

Estimates of disbursements can be ap- 
proximated with reasonable accuracy. 
Payrolls fluctuate in proportion to ex- 
pected changes in business activity. Wage 
disbursements on a calendar basis are cor- 
rected for the number of paydays occur- 
ring during the month with allowances for 
paid holidays, vacation pay, payroll taxes, 
union funds, insurance, etc. The estimated 
outlay for materials and supplies for the 
earliest month is based on the amount of 
disbursements during the previous month 
taking all discounts into consideration 
modified by anticipated changes in produc- 
tion. Following is an example of how this 
may be accomplished assuming the com- 
pany purchases merchandise on terms of 
2/10, n/60, and regularly takes discounts 
on the tenth day after invoice date. Ap- 
proximately two-thirds of the purchases 
of any month are due for discount within 
the month, and the remaining third is 
scheduled for payment the next month. 

Factory overhead items are usually es- 
timated on the basis of prior experience or 
on the basis of the overhead costs of other 
firms of the same relative size and type. 
The budgeted variable factory expenses 
must, of course, be related to the expected 
production. 


2 Bartizal, John R., Budget Principles and Procedures, 
Prentice-Hall, Inc., New York, 1940, p. 106-7. 


TABLE 1. BUDGETED DISBURSEMENTS TO MERCHANDISE SUPPLIERS FOR DIRECT MATERIAL COSTS 


. Payments for 1/3 of Prior Payment for 2/3 of Current 
Estimated Month’s Purchases Month’s Purchases Total 
Merchandise Payments 
Purchases Gross Disc. Net Gross Disc. Net 
Jan. $27 ,000 $7,715 $155 7,560 $18,000 $360 $17,640 $25,200 
Feb. 29,220 9,000 180 8,820 19,470 390 ; ; 
Mar. 29,925 9,740 195 9,545 19,950 395 19,555 29,100 
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Receipts: 
Accts. Rec... 
Cash Sales... 


Total Receipts. 
Total. 


Disbursements: 
Materials... 
Insurance. . 
Local Taxes. . 
Fed. Inc. Tax.. 
Bldg. Exp....... 
Distribution Exp. . 
Admin. Exp..... 
Dividends. . 
Interest. . . 


Total Disbursements 


Balance end of period. 


SUMMARY 


Balance beginning of period......... 


Once the total cash receipts and dis- 
bursements have been estimated as ac- 
curately as possible, a cash budget such as 
the one shown above may be prepared. 
Each month it will be revised and pro- 
jected one month further into the future. 


The cash budget is probably the most 


Annual Total 


$ 25,000 


$ 965,350 
12,000 
$ 977,350 


$1,002,350 


$ 135,270 


$ 888,600 
$ 113,750 
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basic of all budgets for the small many. 


facturer. 


The cash budget can serve a multitudé 
of purposes. It not only can help to assure 
adequate cash resources but also it can 
serve as a sort of expense budget of the 
business. In this way, several budgets have 


been rolled into one. 


January 


$ 25,000 


$ 78,350 
1,000 


$ 79,350 
$104,350 


$ 7,500 
25,200 
250 


600 
13,850 
6,500 
3,200 
208 

$ 57,308 
$ 47,020 


TABLE 2, ESTIMATED CASH RECEIPTS AND DISBURSEMENTS 
For the Three Month Period Ending March 31, 19— 


February 
$ 47,042 


$ 81,200 

1,000 
$ 82,200 
$129, 242 
$ 9,200 


27,900 
300 


March 
$ 66,214 


$ 80,720 
1,000 


$ 81,720 
$147 ,934 
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FULBRIGHTER IN THE ANTIPODES 


Mary E. 
Professor, Los Angeles State College of Applied Arts and Sciences 


retary of State to accept appoint- 

ment as Fulbright Professor in the 
Australian Universities was the first recog- 
nition of the field of accounting by the 
Board of Foreign Scholarships. It led to 
an extension of the grant to include lec- 
tures to the accounting societies in Aus- 
tralia and to these bodies and the Universi- 
ties in New Zealand. A matchless oppor- 
tunity, thus, was afforded to broaden 
acquaintance with the land ‘“‘down under”’ 
as well as to acquire a new perspective of 
American public accountancy and educa- 
tional procedure. 

Acknowledgment should first be made 
of the warm hospitality extended on every 
hand during a nine month visit throughout 
the Antipodes. Cut off for many years, 
because of distance and inadequacy of 
transport facilities, the Australians and 
New Zealanders are eager to receive visi- 
tors who can bring before them the latest 
developments in accountancy, business 
management and University curricula in 
the United States and Great Britain. In 
spite of the fact that the tour imposed the 
problem of preparing numerous lectures 
to meet the special requirements of the 
audience—varying from University clas- 
ses, graduate seminars and research soci- 
eties in the fields of economics and ac- 
counting; to public and private account- 
ants who hold memberships in the Aus- 
tralian Society of Accountants, the Insti- 
tute of Chartered Accountants in Austral- 
ia, the New Zealand Society of Account- 
ants, the Australian Institute of Manage- 
ment, the Chartered Institute of Secre- 
taries; graduates affiliated with the Inter- 
national Federation of University Women; 
and members of Rotary Clubs, Chambers 
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of Commerce and other service groups— 
the response was so vivid that the time 
and energy expended counted for nothing. 
In addition to discussions of the evolution 
of accounting theory, depreciation and de- 
pletion and accounting terminology, the 
topics presented included Anglo-American 
economic relations, taxation as a business 
deterrent, accounting and management in 
the University curriculum, research in 
accounting, development of auditing 
standards and techniques in the United 
States, experimentation with financial 
statements in Britain and America, de- 
velopment of cost accounting since the 
war, graduate study of accounting, the 
role of the British accountant in the na- 
tionalization program, rise of the controller 
in American management, future responsi- 
bilities of accountancy, and price level 
changes. 

Some of the lectures were given on a for- 
mal basis, in academic gown, under Uni- 
versity auspices, including some of those 
delivered under the research program of 
the Australian Society of Accountants: 
“The Correlation of Accounting and Eco- 
nomics,” at the University of Melbourne; 
“The Determination and Statement of In- 
come for Accounting Purposes,” at the 
University of Sidney; ‘““A Comparison of 
Income Taxation in Australia, Great Brit- 
ain and the United States,” at the Univer- 
sity of Western Australia; ‘““‘Dilemmas and 
Challenges in Modern Accounting,” at the 
University of Adelaide; and “Accounting 
and Managerial Problems in the Austral- 
ian Economy,” at Brisbane (the Arthur 
Capper Moore Memorial Lecture). These 
and certain other papers will shortly 
be published by the Australian Society 
of Accountants in a volume commemo- 
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rating the Fulbright Professorship. 
Other papers were given at day or even- 
ing discussions of academic or professional 
groups, or in an industrial plant, such as 
one in Woolongong, New South Wales, 
where machinery from the Mesta Works 
was in process of installation. Frequently 
sessions continued well after midnight, but 
the rigors of the day were offset by the ani- 
mation of the question periods and by the 
fact that, in Australia and New, Zealand, 
an eight-meal day is normally observed. 
This consists of pre-breakfast tea, break- 
fast, mid-morning tea, luncheon, afternoon 
tea, dinner, supper, and post-supper tea! 
Each “mid-” meal is accompanied by a 
variety of sandwiches (meat and fish) and 
sweets (cakes to Americans) which, un- 
doubtedly, contribute a large part of the 
physical energy needed to discharge the 
tasks of packing, flying, interviewing by 
the press, broadcasting, lecturing, answer- 
ing correspondence and participating in an 
active social life which were part and par- 
cel of the average day of the Fulbrighter 
in the Antipodes. It may be noted that the 
academic year covers the period March to 
December, in contrast to the American 
and British systems, that the seasons of 
the year are reversed, and that Northern— 
not Southern—exposure, and tea—not 
coffee—should be sought in hotels. 
Australia is a fascinating country, 
abounding with every conceivable type of 
scenic experience, the exotic tropical fruits 
including the papaw, granadilla, custard 
apple, and many unusual varieties of ba- 
nanas and pineapples; the flowers ranging 
from the Sturt pea and the kangaroo paw 
to wild orchids and twelve varieties of vio- 
lets; and the animals from the kangaroo 
and her ‘“‘joey” to the platypus and emu. 
Only slightly smaller than the United 
States, much of Australia is undeveloped, 
awaiting the inspiration and capital of 
overseas entrepreneurs. The total popula- 
tion stands at about 7,500,000, but many 
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immigrants are being admitted from Brit- 
ain, Holland and the Baltic countries, 

Climatic conditions vary from the tropic 
lushness of Brisbane (450,000 population); 
to Sydney (1,500,000), a cosmopolitan 
center, reminiscent of San Francisco; 
to Canberra (27,000), Commonwealth 
capital, freezing in Winter and burning in 
Summer; to Hobart (87,000), the most 
southerly, in many respects the most Eng- 
lish of all the cities; to Melbourne, a city 
of gardens and shops, something like 
Cleveland in spirit; to Perth (300,000), port 
of call on the West Coast, with the pioneer 
oil drilling carried forward by Cal-Tex; to 
Adelaide (422,000), named for a Queen 
and deep in tradition; to Darwin (2,500), 
in the Northern Territory, afflicted with 
intense heat and poor housing. Excluding 
the last-named, each city above represents 
the capital, respectively, of the States of 
Queensland, New South Wales, Tasmania, 
Victoria, Western Australia and South 
Australia. All of these States are self- 
governing in local matters, the country as 
a whole being under a Federal Parliament 
and a Governor-General who represents 
the Queen. The oldest Australian capital 
is Sydney, which dates from 1788; the 
youngest is Canberra, the first session of 
Parliament having been opened by the 
late King in May 1927. 

Of the cities stated, all except Darwin 
are sites of a University but only one, the 
University of Western Australia, may be 
termed “tuition free,” and only one, the 
National University in Canberra, concen- 
trates solely on graduate study. The oldest 
University is that of Sydney, founded in 
1850, followed by Melbourne 1853, Adel- 
aide 1874, Tasmania 1890, Queensland 
1909, Western Australia, 1911, and the 
National University 1946. Three Univer- 
sities, Adelaide, Sydney and Tasmania, 
offer a degree course in Economics; three, 
Melbourne, Queensland and Tasmania, 
grant a degree in Commerce; one, Western 
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Australia, permits students in arts to spe- 
cialize in Economics; and three, Adelaide, 
Queensland and Tasmania, provide Dip- 
lomas in Commerce and/or Public Admin- 
tration. 

The social sciences flourish in all Aus- 
tralian Universities but, until this year, 
only at Melbourne could accountancy be 
considered to enjoy a_ well-established 
place in the curriculum. This situation was 
largely due to the forward-looking efforts 
of Mr. A. A. Fitzgerald, O.B.E., a profes- 
sional accountant and civic leader, who 
for many years held the post of Lecturer 
in Charge of Accounting at the University 
of Melbourne. His many books, articles, 
reviews and lectures have won for Mr. 
Fitzgerald the accolade of Dean of Aus- 
tralian Accountancy. Publications include 
Analysis and Interpretation of Financial 
and Operating Statements, Classification in 
Accounting (with Mr. L. A. Schumer), and 
Form and Contents of Published Financial 
Statements (with his brother, Mr. G. E. 
Fitzgerald). For a full appreciation of his 
range of professional interest, one should 
turn to a compilation of papers brought 
out in 1952 under the title Current Account- 
ing Trends. 

Toa certain extent Fitzgerald’s has been 
a voice crying in the wilderness for a quar- 
ter of a century, frequently urging the un- 
popular things, such as accounting re- 
search and University professional educa- 
tion, which have only been attained, and 
to but a limited extent, in recent years. 
Because of his heavy duties as Chairman 
of the Commonwealth Grants Commission 
and in other areas, he has been succeeded 
by Mr. Louis Goldberg, who holds the post 
of Senior Lecturer in Accounting at Mel- 
bourne University and is known to Ac- 
COUNTING REvIEW readers. However, Mr. 
Fitzgerald conducts a series of eight semi- 
nars in second and third terms on ad- 
vanced accounting theory and practice, 
while Mr. Goldberg offers a final division 
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class for honors students in the field. 

At the present time, the pass degree for 
the Bachelor of Commerce of Melbourne 
University comprises twelve subjects of 
which eight are compulsory, as follows: 
Accountancy Part I or IA; Commercial 
Law or Elementary Jurisprudence and 


Constitutional Law; Economic Geog- 
raphy, Part I; Economic History, Part I; 
Economics A, B and C and Statistical 
Method. The four optional subjects may be 
taken from the following: Accountancy, 
Part IIA and IIB; Commercial Law, Part 
II; Cost Accounting; Economic Geog- 
raphy, Part II; Economic History, Part 
II; History of Economic Theory; Indus- 
trial Administration; Industrial Relations; 
Marketing; Mathematical Economics; 
Public Administration; Theory of Statis- 
tics, Part I; and Public Finance or Eco- 
nomics C (whichever is not taken as a 
compulsory subject). It is customary to 
speak of the successive years of study as 
Part I, II, III, etc.; or A, B, and C, or sim- 
ply as Economics I, II or III. As a general 
rule, no student is permitted to take a 
higher part in a given subject until the 
examinations in the lower part have been 
passed. Students are graded as having 
failed, passed, or achieved a meritorious 
pass, the latter divided into the various 
grades of Credit, Distinction, Merit or 
Honors. 

A full-time student normally takes four 
subjects a year. The honors course is a 
four-year one in which the compulsory 
subjects are covered in the first two years, 
after which the student enters the final di- 
vision, comprising special honors lectures 
and seminars, with examination at the end 
of the fourth year of his studies. During 
this last year he is also required to submit 
a thesis on a subject within a specialized 
field of his own choice. 

The accounting major at the University 
of Melbourne consists of at least three sub- 
jects, that is, Accountancy, Part I, IIA 
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and IIB, with the possibility in some cases 
of including cost accounting. The first of 
these courses is regarded as an introduc- 
tion to accounting method, with students 
required to maintain a small set of double- 
entry records. It covers the theory of ac- 
counting and interpretation of transac- 
tions, ledger, journal and its subdivisions, 
trial balance, control accounts and subsidi- 
ary ledgers, preparation of reports, balance 
day adjustments, unsystematized records, 
non-trading enterprises, partnerships, 
joint stock companies, closing accounts of 
vendor, funds statement, departmental 
accounts, branch accounts, consignments, 
joint ventures, columnar accounting, an- 
alyzed journals, auditing. Accounting IIA 
and IIB cover advanced aspects of ac- 
counting theory and practice, with empha- 
sis in the first-named placed on financial 
accounting and auditing, and, in the sec- 
ond, on managerial accounting. The lat- 
ter subject is a prerequisite for cost ac- 
countancy. Basic references for these 
courses follow: Goldberg and Hill, Ele- 
ments of Accounting; Goldberg, Philosophy 
of Accounting ; Fitzgerald (ed.), Intermedi- 
ate Accounting; Barton, Australasian Ad- 
vanced Accounting ; Schumer, Cost Account- 
ing; Irish, Practical Auditing; de Paula, 
Principles and Practice of Auditing (all 
the above published in Australia); and 
Montgomery, Auditing Theory and Prac- 
tice. 

Accountancy I, ITA and IIB, Commer- 
cial Law I and II, and Economics A carry 
exemptions with the Australian Society 
of Accountants for all subjects in their 
examinations except federal income tax 
law and practice. On the other hand, the 
course in cost accounting carries exemp- 
tions from two out of three final papers of 
the Australasian Institute of Cost Ac- 
countants. Students who have passed the 
requisite accounting and law subjects in 
the Melbourne University Commerce 
course are also entitled to exemption from 
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examination by the Company Auditors’ 
Board set up under the Victorian Act for 
the licensing of company auditors. 

In each of the accounting courses two 
lectures of one hour’s duration are given 
each week as well as one tutorial class of 
one and one-half hour’s duration. For pur. 
poses of tutorials, the class is divided into 
groups of approximately fifteen students 
each. At these sessions, practical and the. 
oretical problems are presented and dis. 
cussed. The course in Accountancy IA is 
designed as a one-year review of account- 
ing theory and practice, directed toward 
the analysis and interpretation of the main 
financial reports; it is intended for students 
who do not wish to major in the field of 
accountancy, and it does not entitle them 
to enter advanced courses. The course is 
initiated with a consideration of the his- 
tory and development of accounting, with 
Littleton’s Accounting Evolution to 1900 
used as a basic text; proceeds to account- 
ing conventions using Gilman’s Account- 
ing Concepts of Profit and Paton and Little- 
ton’s Introduction to Corporate Accounting 
Standards in addition to certain Australian 
texts; considers the purpose and functions 
of accounting, accounting equation and 
the theory of double entry, the principal 
accounting reports, the preparation of 
accounting reports, multiple proprietor- 
ship, and the funds statement, and con- 
cludes with an analysis and interpretation 
of accounting reports. 

The University of Adelaide is the first 
institution of higher learning in Australia 
to provide regular courses in commercial 
studies, the recent appointment of Mr. 
Russell L. Mathews as a full-time Reader 
in this field made possible through the 
funds raised by a committee drawn from 
the profession and from business in Ade- 
laide. (See his “New Horizons in Account- 
ing: The Application of Accounting Tech- 
niques to Problems of Social Accounting,” 
a research lecture of the Society.) Sydney 
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University appointed a Senior Lecturer in 
Accounting last year, Mr. Raymond 
Chambers, author of Financial Manage- 
ment: A Study of the Bases of Financial 
Decisions in Business. Most of the Univer- 
sity personnel in the field of accounting 
afiliate with the American Accounting 
Association as there is no body in Australia 
catering to their needs. 

The Australian Society of Accountants 
was incorporated in October 1952, and into 
it have been merged three predecessor 
bodies, the Commonwealth Institute 
founded in 1886, the Federal Institute in 
1894, and the Association of Accountants 
in 1910. It now enjoys a membership of 
about 18,000. This merger will undoubted- 
ly bring much benefit to all groups con- 
cerned, through the immediate coordina- 
tion of examination requirements and the 
eventual enlargement of research and pub- 
lications in the fields of accounting and 
auditing and in the allied areas of applied 
economics and business management. Ad- 
mission to the Society is by means of exam- 
inations conducted by it, with assistance 
given candidates by means of student 
societies, syllabuses of examinations, spon- 
sorship of textbooks, and provision of 
library resources. Divisional offices of the 
Society function in each capital city and 
branch offices in certain country districts. 

Examinations consist of one paper of a 
preliminary nature (from which those 
holding a University or School Intermedi- 
ate or Junior Certificate in any State are 
exempted); three papers at Stage I on 
Accounting and Auditing and two papers 
on Commercial Law; two papers on 
Company Law and Accounts, one on 
Monetary Theory and Practice and one on 
Commonwealth Income Tax Law and 
Practice at Stage II; and three papers on 
Advanced Accounting and Auditing, and 
two papers on Management Accounting 
at Stage III. Accounting and Auditing, 
Stage I, must be passed before Company 
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Law and Accounts, Stage II. Both sub- 
jects of Stage I and Company Law Ac- 
counts of Stage II must be passed before 
either subject of Stage III can be taken, 
and it is assumed that a candidate has re- 
tained his knowledge of subjects of a pre- 
vious stage when sitting for subjects of a 
later stage. The time allotted for each 
paper is 35 hours. For a pass in any sub- 
ject, 65% of the marks allotted must be 
obtained. When more than one paper is 
set in any subject, 65% of the total marks 
allotted for the two or three papers must 
be obtained. 

Stage IIT deals with Advanced Account- 
ing and Auditing (three papers) and Man- 
agement Accounting (two papers). The 
former subject covers accounting theory— 
standards, doctrines and conventions; 
provisions and reserves, including secret 
reserves; advanced classification of ac- 
counting data; accounting for commodity 
stocks; valuation of goodwill; valuation of 
shares in companies; statement of affairs 
and deficiency account in bankruptcy; 
analysis and interpretation of financial 
and operating statements; presentation of 
accounting information; accounting pro- 
cedure for recording capital and income of 
deceased estates; accounting for hire- 
purchase transactions; loss of profits in- 
surance; statistical methods as applied to 
accounting reports; and auditing. The lat- 
ter subject, Management Accounting, 
considers the history and development of 
industrial accounting; classification of ac- 
counts; cost accounting and factory organ- 
izations; stocks and stores accounts; con- 
tinuous and perpetual inventories; fixed 
asset and depreciation registers; relation 
between costs and prices; methods of pro- 
moting productive efficiency; integration 
of financial and cost records; budgeting 
and budgetary control; standard costs; 
financial and cost accounting as an aid to 
management; planning of accounting sys- 
tems; and machine accounting. 


418 


The Institute of Chartered Accountants 
in Australia is the only body requiring 
apprenticeship in practical accountancy; 
it is not necessary, in other cases, for a 
candidate for an accountancy qualification 
to possess any practical experience in the 
field. It has about 3,500 members on its 
rolls, some of which are on a separate 
register as they are no longer in active 
practice. The Institute is the only body 
outside the British Isles to be granted 
a Royal Charter and, in 1953, celebrated 
its twenty-fifth anniversary; its founding, 
however, antedates its Charter by twenty- 
one years. Examination and ethical stand- 
ards of the body are high, and it has made 
every effort, through University grants, 
research lectures and publications, and 
week-end conferences, to advance the 
theory and practice of accountancy. 

Most of the accounting texts are pub- 
lished by Butterworth & Co. (Australia) 
Limited or by the Law Book Co. of Aus- 
tralasia Pty. Ltd., both of which are 
domiciled in Sydney. A wealth of class- 
room material exists in articles published 
in the monthly periodicals, The Australian 
Accountant and The Chartered Accountant 
in Australia, and insight of practice in 
that part of the world was provided by 
Messrs. A. A. Fitzgerald, T. A. Hiley and 
C. F. Horley in papers read at the 1952 
International Congress in London. 

In contrast to sprawling Australia, New 
Zealand, a beautiful green land with a 
varied terrain composed of the Southern 
Alps, fjords, fertile and lush , bushland, 
lakes and waterfalls, is small in size, only 
a little over 100,000 square miles in area 
with a population of just under two mil- 
lion, with its capital, Auckland, boasting 
of only 370,000 citizens. A member of the 
British Commonwealth of Nations, New 
Zealand is governed by its own Parliament 
with the Queen represented by a Governor- 
General. 

Facilities for University training are 
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available in each population center— 
Wellington and Auckland (on the North 
Island), and Christchurch and Dunedin 
(on the South Island), each operating asa 
separate institution but combined for 
administrative purposes under a Chancel. 
lor of the University of New Zealand, with 
offices in Wellington. The recognized body 
controlling the profession is the New Zea- 
land Society of Accountants, established 
by Act in 1908. It has a membership of 
5,400 of which 1,400 are in practice as 
public accountants and the remainder in 
full-time employment who are designated 
as registered accountants. There are two 
degrees of members, namely, Fellows and 
Associates, as follows: 


Fellows— 


1. Public accountants of at least thirty 
years of age who apply on the prescribed form 
and who are recommended for advancement to 
that status by at least three Fellows of the 
Society and who prove to the satisfaction of 
the Council that they have practiced as public 
accountants for not less than five years and are 
fit and proper persons to be so classified, may 
in the discretion of the Council be classified as 
Fellows, provided however, that in special cir- 
cumstances which in the opinion of the Council 
justify such a course, the Council may by a 
three-fourths majority of those members of 
the Council present, waive or vary the above 
requirements as to five years’ public practice; 

2. Registered accountants of at least thirty 
years of age who apply on the prescribed form 
and who are recommended for advancement to 
the status by at least three Fellows of the 
Society, and 

a. Having passed the examination of the 
Society have been engaged in accountancy 
for a period of not less than five years sub- 
sequent to being admitted to membership, 
or 

b. who prove to the satisfaction of the 

Council that they have held positions of 

sufficient importance to justify such classi- 
fication and are fit and proper persons to be 
so classified, may in the discretion of the 

Council be classified as Fellows. 

Associates, being all members not classified as 
Fellows in terms of the last preceding sub-sec- 
tions, 
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The terms ‘‘public accountant” and “‘regis- 
tered accountant” are protected by law 
and may be used only by members of the 
New Zealand Society. 

For more than forty years the Univer- 
sity of New Zealand has been closely as- 
sociated with the Society in its educational 
program. Qualifying examinations for ad- 
mission to the Society include a University 
entrance examination prescribed and con- 
ducted by the University of New Zealand, 
and a professional examination in ac- 
countancy conducted by the University on 
behalf of the Society. The subjects com- 
prising the latter are Accounting I, II and 
III; Auditing; Commercial Law I and II; 
Trustee Law; and Secretarial Practice. 
Economics will be reinstated in the Soci- 
ety’s examination syllabus as soon as satis- 
factory arrangements can be made with 
the University for teaching and examining 
in this subject. A candidate may be exam- 
ined in as many as five subjects at one 
time, but the majority take no more than 
three a year. By far the most difficult is 
Accounting III, consisting of three papers, 
as follows: 

a. Principles and practice of accounting as 
applied to any general class of business or under- 
taking (except as specifically prescribed for papers 
b.and c.) together with: stock and stores records; 
manufacturing accounts; basic principles of job 
costing, process costing and standard costs; budg- 
et preparation and budgetary control; adjust- 
ment of claims under loss of profit policies. 

b. Principles and practice of accounting as 
applied to any general class of business or under- 
taking (except as specifically prescribed for pa- 
pers a. and c.) together with: company accounting 
in all its aspects, including consolidated accounts 
of holding companies and their subsidiaries; 
amalgamations, reconstructions and liquidations, 
accounts relating thereto and preparation of 
schemes therefor; statements of affairs and defi- 
ciency accounts of companies; accounts of re- 
celvers and assignees. 

c. Accounts of trustees and executors; prin- 
ciples of law and practice relating to taxes on land 
and income and the preparation of returns and 
assessments relating thereto. (If any question 
volves the calculation of land or income tax, 
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the basic rates shall be given, and any changes in 
taxation legislation made after June 30 of. the 
year in which the paper is set may be ignored.) 


Subjects may be taken in any order, with 
a maximum of five set for any one year; 
Stage II and III subjects may not be 
taken until previous stages are passed. 
Candidates must show competent knowl- 
edge of each paper, but the principle of 
compensation in marks in the papers or 
sections of papers may be applied at the 
discretion of the examiners. 

The examination procedure followed by 
the New Zealand Society of Accountants 
is very much as follows: The Council of the 
Society each year appoints a panel of ex- 
aminers which is submitted to the Uni- 
versity of New Zealand; from this list 
the University selects the examiners for 
that year. From the Society’s panel are 
chosen the moderators of the accounting 
examinations, a senior legal practitioner 
being appointed to moderate the law 
papers and two senior public accountants 
selected to supervise the papers in the ac- 
counting subjects. As a matter of con- 
venience examiners in each subject are 
normally chosen from members in the 
same district. Senior examiners are offered 
appointment by the University authorities 
and given reasonable time to prepare the 
examination papers which must be ac- 
companied by model answers, both papers 
and answers being submitted by the Uni- 
versity to the moderators for their con- 
sideration, after which the former are 
printed by the University for submission 
to candidates. 

The moderators play a large part in this 
scheme for they ensure that the papers set 
provide a reasonable test of the candi- 
dates’ knowledge of the syllabus, that they 
can be completed within the time allotted, 
that they contain no ambiguities and ade- 
quately sample the syllabus, and that the 
marks allotted to each question are reason- 
able. It is argued in some New Zealand 
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circles that the frequency of change in 
examiners is not in the best interests of the 
candidates or the profession, and that a 
uniform examination should be set for the 
whole country, irrespective of the age, 
training or experience of the candidate. 

If a student desires to take a University 
Bachelor of Commerce degree as well as 
his professional examinations he must en- 
roll in one of the four University colleges, 
taking six additional subjects to the ones 
above stated. These are Economics I and 
II, English (or a modern foreign language), 
and Elementary Statistical Method, all of 
which are compulsory, and two other sub- 
jects chosen from Economics III or Cost 
Accounting, and any subjects from the 
B.A. or B.Sc. courses not otherwise taken 
in the course for the B.Com. The B.Com. 
degree usually involves at least two years’ 
evening study after completing the So- 
ciety’s tests, and both may be completed 
in five years by a serious student. The only 
full-time teaching appointment in New 
Zealand is held by Prof. L. W. Holt at 
Auckland University College; accounting 
teacher-practitioners include Mr. W. G. 
Rodger, Dean of the Faculty of Commerce, 
Victoria University College, and co-author 
with a public accountant, Mr. W. Scott 
Gilkison, of an outstanding book on audit- 
ing published in 1950 by the Accountants’ 
Publishing Co. of New Zealand Ltd.; Dr. 
G. B. Battersby, Canterbury University 
College; and Mr. T. K. Cowan, Otago 
University College. 

The New Zealand Society of Account- 
ants publishes The Accountants’ Journal, 
which has a wide circulation at home and 
overseas; maintains branch libraries for 
local members and students; sponsors stu- 
dent societies in seventeen towns; and 
pursues an active program to encourage 
young men and women to take a Univer- 
sity degree as well as to become qualified 
practitioners. From 1912 to 1927 it financed 
or subsidized the establishment of account- 
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ing lectureships at the four University 
Colleges and at certain other institutions, 
In recent years it has expanded its research 
program, granting prizes for outstandin 
papers on farm accounting, local authority 
finance and executorship law, and from 
1925 sponsoring annual lectures which 
have greatly advanced accounting thought. 
Since 1945 it has awarded traveling 
scholarships open to younger members of 
the Society which provide two years’ ex- 
perience in accountancy (public or pri- 
vate) overseas. So far, because of currency 
restrictions, these grants have been ap- 
plicable only in Great Britain. 

In neither Australia nor New Zealand is 
there a Chair of Accountancy, although it 
is the hope of professional bodies in both 
countries to achieve this status in the near 
future. Facilities for study and research in 
accountancy and business administration 
are fairly limited in the two countries, 
largely because economics and the other 
social sciences appear to enjoy greater 
prestige than does the field of business. 
Another reason is that those engaged in 
teaching accounting and business admin- 
istration, as we define those disciplines in 
higher education in the United States, do 
not possess advanced degrees. One in New 
Zealand has a Ph.D. (granted by the 
London School of Economics); a few in 
both Australia and New Zealand have 
Master’s degrees; and only a small number 
have the wide professional experience and 
the breadth of scholarly publications, it 
would seem, to invariably command full 
respect in a University family. Far too 
frequently accounting and auditing are 
taught on a part-time basis, largely be- 
cause University salaries are too low to 
maintain the average family. 

Many and long discussions occurred be- 
tween the American visitor and her hosts 
as to why accountancy merits the dignity 
of a Chair, why the subject should be pre- 
sented by persons who have satisfied the 
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requirements of a Ph.D. degree and has 
qualifications similar to our Certified 
Public Accountant Certificate. In a few 
cases the insularity of years’ standing has 
destroyed the inquiring spirit of the 
teacher. Added to this is the dollar short- 
age which has imprisoned accounting 
teachers in academic cloisters, while their 
colleagues in the social sciences and other 
fields have been wafted overseas on the 
magic carpet of a Carnegie or Rockefeller 
travel grant. Invariably those men and 
women who had been abroad had a 
breadth of viewpoint and a sharpened in- 
tellect which are commonly associated 
with study and travel in another part of 
the world. Perhaps members of the Ameri- 
can Accounting Association can aid this 
situation by inviting accounting teachers 
in Australian and New Zealand Uni- 
versities to offer lectures at American in- 
stitutions, either on an exchange basis, or 
on a part-time lecture, research and gradu- 
ate study plan. 

Unfortunately, as in England and some 
other places in the world, the pure econo- 
mists have fought to exclude accounting 
and management from the liberal arts cur- 
riculum, and the bitterness of the battle 
can still be felt in Australia and to a lesser 
extent in New Zealand. However, in the 
Antipodes as in England, the force of 
circumstances has turned viewpoints from 
within the country to the international 
scene, and it is becoming unfashionable 
and unprofitable to continue the harangue 
that accounting is not a University field 
of study and research, that those who 
teach it are not on the same intellectual 
plane as the natural and social scientists, 
and that what is taught in the classroom 
is purely a technique essential to earning a 
living. The contribution that accounting 
and management make to the business 
economy is envisaged dimly in certain 
areas of the British family of nations, and 
it is foreseen that greater appreciation of 
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this contribution will come only through 
continuous effort on the part of eniightened 
University and technical college admin- 
istrators and faculties to advance account- 
ing and management study and research 
to the level they now enjoy in the United 
States. The findings of the Anglo-American 
Teams on Productivity have had great 
influence in Britain in acquainting people 
generally, University personnel especially, 
with the correlation between education for 
management and labor-management eff- 
ciency in the shop and in the office. Their 
force, however, is somewhat diminished 
by the time Australia and New Zealand 
are reached, after a surface or air journey 
of about 10,000 miles. 

If we as Americans are convinced that 
we possess the most advanced accounting 
techniques and educational methods in the 
world today, then it would seem that we 
must recognize an obligation to go to all 
lands expressing a receptive spirit to 
spread this knowledge. It is not sufficient, 
under this premise, that textbooks and 
articles have been and are being published 
by the hundreds in the United States, for 
they do not enjoy a sufficiently wide 
circulation and impact abroad because of 
currency restrictions and the fact, basi- 
cally, that what is written does not carry 
the weight of the spoken word. Account- 
ancy having been authenticated as a 
proper field for Fulbright teaching and 
research, not only in the Antipodes but in 
all parts of the world, Americans must 
welcome invitations to go overseas even 
though, admittedly, this means uprooting 
one’s family and learning a new way of life. 
This obligation has particular application 
to members of the American Accounting 
Association, the group which is most con- 
cerned in the United States, and probably 
in the world, with the advancement of 
University teaching of every phase of ac- 
counting and auditing theory and prac- 
tice. 
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It is conceivable that the largest body 
of accountants in the world, in the near 
future, will be found in Australia, and that 
at some not far distant date an Interna- 
tional Congress will be scheduled in that 
part of the world. Australian Congresses 
have been held in 1936 and 1949, with 
another planned for 1954. Air travel has 
brought all the free nations into a veri- 
table one world of accountancy. A remote 
land, once inaccessible and lagging in 
technique, now has the challenge to de- 
velop to the stature of the senior statesmen 
bodies in Great Britain and the United 
States, and every aid must be given by 
overseas practitioners and professors to 
speed this natural evolution in the Antip- 
odes. 

During my nine months in Australia 
and New Zealand a constant effort was 
made to stress not only the antiquity of 
accounting but its modern role in domestic 
productivity, company integrity, and in- 
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ternational prosperity. It is the writer's 
sincere hope that those who go to that 
part of the world in the years ahead, as 
Fulbright Professors, as partners of over. 
seas companies or accounting firms, or as 
visitors on holiday may learn to know and 
to love the wonderful Australian and New 
Zealand people. Tremendous development 
lies ahead in the Antipodes. New horizons, 
some only dimly perceived today, are 
offered to primary and secondary pro- 
ducers and to their accounting advisers, 
Through the achievement of greater unity 
of professional ranks, refinement of theories 
and techniques, additional higher educa- 
tional facilities, and acceptance of ever- 
widening responsibilities, practitioners in 
these two countries lay claim to the great 
tradition of public accountancy, and an- 
nounce their determination to mold it to 
the national purpose in every phase of an 
expanding economy. 
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PROGRAM PLANNING AND CONTROL 
THROUGH THE BUDGETARY PROCESS 


R. Harton, Jr. 


Chief of Administrative Services, 


Department of Public Health, 


City of Richmond, Virginia 


HE ELEMENT OF MANAGEMENT is 

found in any type of group activity, 

and certain problems and prin- 
ciples are common to all types of admin- 
istration. There has been more or less a 
continual interchange of ideas between 
management in the fields of public and 
private administration. In fact, many of 
the same techniques are used in carrying 
out the functions of government that are 
used by private management. There are, 
however, certain basic differences between 
administration in private industry and in 
government, due to inherent differences * 
the nature of the two types of enterprises. 
There are also fundamental variations be- 
tween the two in the field of budget 
preparation and control which emphasize 
the diffgrence in end results expected from 
the application of basic budgeting tech- 
niques peculiar to each field of endeavor. 
Some of the differences between public and 
private business are: 

1. Public administration must operate under 
the close scrutiny and critical evaluation of 
the public, and every action is subject to 
report in the public press. Public opinion 
exercises some control over actions of legis- 
lative bodies which, in turn, reacts to some 
extent down the line to the administrator. 
The private administrator has this problem, 
but to a reduced degree. 

2. Public administration should hold the in- 
terest of the public as paramount, while 
private administration is concerned pri- 
marily with the interest of the organization, 
and secondarily with the public. 

3. Government is not operated for a profit 
and there must be developed different in- 
centives and means of measuring results. 

4. The private administrator is not restricted 
by laws and regulations to the same extent 
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that they bind the actions of a public ad- 
ministrator. 

5. Government operates on a less flexible 
budget which means that management can- 
not alter budget items due to changing con- 
ditions as easily as can be accomplished in 
private enterprise. In government, perform- 
ance is governed by appropriation for a 
stated fiscal period. 


Under modern conditions, however, it 
appears that these differences are steadily 
diminishing. In recent years, with the rise 
of large scale business operation, more 
corporations are being viewed as public 
utilities with the ensuing restrictions and 
practically all are considered to some ex- 
tent affected with the public interest. In 
other words, business operations today are 
more open to public review and control 
than ever before. It might also be stated 
that the reverse is true, that government 
has adopted many ideas and put into 
practice many innovations developed, 
tested, and improved by private manage- 
ment. 

Many volumes have been written con- 
cerning the techniques of administration, 
but for the purpose of this discussion we 
are interested primarily in the role of th 
budgetary process in management, and how 
it can be most effectively applied to assist 
in the planning, execution, and control of 
public and private business operations. 
Certain basic principles of budgeting 
can be applied with equal importance to 
both fields of operation, but due to the 
fundamental differences between govern- 
ment and private enterprise, different 
budget procedures must be designed to 
meet the operating situation in each case. 
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THE BUSINESS BUDGET 

Budgeting methods and procedures have 
been employed in the conduct of the 
affairs of municipal, state, and federal 
government for a number of years; how- 
ever, many business men still are reluctant 
to use a formalized budget procedure as 
they are afraid that such practices will 
bind and restrict the operations of their 
company. Many, in the past, have been 
reluctant to adopt business methods which 
seem to them to be of government origin. 
This, of course, is an erroneous view as 
the budget practice of government is not 
applicable, in the main, to private business. 
In government, appropriations are usually 
made for a definite period and to a specific 
program; therefore, activities must be 
restricted accordingly and funds and per- 
formance scheduled accordingly. The busi- 
ness budget, however, is usually much 
more flexible to meet changing conditions 
than is a budget approved and set up by a 
public legislative body. As recently as 50 
years ago, the suggestion of the applica- 
tion of the budget method to government 
expenditures was resisted and the mere 
thought of its application to private 
business was ridiculed. 

The business budget may be limited to a 
single element of expense, a single depart- 
ment; or, on a larger scale, apply to the 
entire field of operations of the company 
and serve all departments. A forecast or 
“computed guess” is a basis for budget 
making. If that business is operated for a 
profit, a comprehensive budget must 
necessarily contain a forecast of operations 
showing estimated profit and loss. In order 
to intelligently provide adequate financing 
of the business, an estimate of cash re- 
ceipts and disbursements must be in- 
cluded. In addition, an estimated balance 
sheet forecasting financial conditions at 
the end of a given period is indispensable. 

Within an organization, the general 
budget usually consists of a coordinated 
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grouping of auxiliary budgets. For instance 
there may be prepared a sales budget, 
purchase budget, labor budget, service de. 
partment budget, and manufacturing ex. 
pense budget, etc. The complexity of 
modern business demands coordination 
between the various operating and service 
departments. Therefore, there is a need 
for coordinating the above departmental 
budgets to more effectively get the job 
accomplished. For instance, the efforts of 
the sales manager may be futile if the 
production manager cannot produce the 
necessary quantity of goods to meet the 
demand. A similar relationship, of course, 
exists between the various other depart- 
ments. 

To alleviate the fears of the executive 
that the budget restrains freedom of ac. 
tion, it should be borne in mind that, al- 
though the budget should assist manage- 
ment in the control of its operations, it 
does not prevent deviation from the course 
or insure the attainment of basic objec- 
tives. Despite previous budget estimates, 
the actual control of operations, including 
the decisions to make program changes as 
may be necessary, is one of the primary 
functions of management. 

The budget is an instrument which 
should guide the executive in planning and 
controlling the operations of the company, 
but it should never dictate the policies 
of the management. When properly pre- 
pared and executed, the budget document 
can, with a reasonable degree of accuracy, 
forecast the results of a proposed program 
before it is inaugurated. 


GOVERNMENTAL BUDGETING— 
A CHANGING CONCEPT 


Government could well be considered 
non-profit organization operating ptt 
marily for purpose of rendering service to 
its stockholders, the general public. Reve 
nue is usually limited by the tax sources 
available and by the individual and it 
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dustrial wealth of the community. Ap- 
propriations to the various agencies of 
government are usually fixed on an annual 
basis and it is the responsibility of the ad- 
ministrator to see that the agency lives 
within this appropriation. Adjustments 
can be made for emergencies; however, as 
opposed to private financing, adjustments 
are not necessitated by increased sales, 
reduced manufacturing output, or other 
factors which so vitally affect private 
enterprise. 

The budget in government is a financial 
plan for raising and spending money to 
conduct operations and to meet outstand- 
ing obligations. A distinction is made i 
public finance between annual or operating 
budgets, and long-term or capital budget# 
The operating budget provides a plan and 
funds for the day to day operations of 
government while the capital budget con- 
cerns itself with new construction of major 
installations involving long-term financing. 
Funds to finance such projects are usually 
obtained through bond issues. 

All too often budgeting has been based 
on the premise that the budget should be 
only a financial statement aud a request 
for funds. In the past many governmental 
budgets have been prepared in such a man- 
ner as to provide little correlation between 
services rendered and the funds requested. 
In many agencies the burden of detail 
work imposed on the administrator and his 
staff has been so great that the justifica- 
tion of estimates have been arrived at to a 
large extent on a purely speculative basis. 
In turn, appropriating bodies, not having 
aclear concept of the program involved or 
the funds needed, routinely slashed such 
budgets on a percentage basis. This re- 
sulted in the official agency overestimating 
its actual needs and, in turn, having its re- 
quests refused by the reviewing body. One 
particularly prevalent practice was that of 
teckless spending at the end of the fiscal 
year in order to be sure that no funds re- 
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mained to be returned as an unexpended 
balance. A proper budgetary control and 
allotment system combined with an ade- 
quate description of the service can do 
much to correct this situation. 

The trend in more progressive localities 
is toward considering the budget an aid 
to everyday administration to be referred 
to frequently as a guide for program 
planning and execution rather than as a 
mere fiscal document. In order for the 
budget to serve such a purpose, it is neces- 
sary that sufficient data be made available 
which would include an over-all summary 
of statistics, unit costs, work volume, 
service standards, and program descrip- 
tion in one document as supporting data 
for the financial request. 

The preparation of the budget in its 
broadest implications challenges the entire 
basis of operations, the suitability of 
policies, the facilities and organization of 
departments and the efficiency of meth- 
ods. Budgeting is not a static thing but is a 
continuous process. The budget is an im- 
portant document, of course, from an 
administrative viewpoint but also of great 
importance is the fact that in democratic 
government the final authority to estab- 
lish the budget constitutes the most effec- 
tive control exercised by the legislative 
body over administrative officials. 

One of the more recent improvements in 
governmental budgeting technique has 
been the development of the performance J 
type of budget. The concept of performance 
budgeting originated in the early 1900’s 
and since that time has been adopted by 
a number of public jurisdictions. Although 
these principles apply to the budgetary 
process for either Federal, State, or Muni- 
cipal governments, the discussion which 
follows is intended to explain the applica- 
tion of the performance type budget to the 
operation of a municipal government. The 
operating budget alone is considered and 
no reference is made to the capital budget 
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which involves planning for financing long- 
term capital improvements. 


THE PERFORMANCE BUDGET 


fare performance budget is designed to 
ow clearly and concisely the programs of 
work done and services to be rendered in 
return for the funds appropriated to the 
governmental agency. Major emphasis is 
placed upon the work programs and upon 
the identifiable key factors in the work 
load, the work units, and unit = This 
procedure focuses attention upon program 
activity and services provjded rather than 
upon items to be purchaseg. In terms of a 
field visiting program, for example, it is 
more effective to show the total visits 
made and the unit cost involved than it 
is merely to request total funds for opera- 
tion and explain that they will be used 
for the purchase of so many supplies and 
for employment of a stated number of per- 
sonnel. Following such a procedure does 
not necessarily mean that the budget will 
not be cut; however, the legislative body 
will be less prone to make arbitrary reduc- 
tions in the requested amount. 

, In the preparation of the performance 
budget, particular emphasis is placed on a 


“program and performance statement. This 
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activities and services that are provided 
by each individual program. It includes 
not only a descriptive narrative, but also 
various statistical information pertaining 
to work volume and a breakdown of the 
cost for each unit of work activity which 
can be measured. This information is given 


( ase describes in detail the various 


comparatively by years and indicates ; 
trends in the costs of programs and results 


achieved. There is a question as to whether 
or not a program narrative is necessary on 
an annual basis once the objectives of the 
program have been carefully outlined in 
previous budget messages. It is probably 
true that the program narrative should be 
streamlined and after initial presentation, 
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should contain only a basic description 
including any changes which might affect 
the cost or the operation of the program, 
Of course, this does not alleviate the 
necessity for annually recording work vol. 
ume, unit cost and other statistical jp. 
formation basic to the intelligent inter. 
pretation of the budget request. 

Supporting detailed schedules are pre. 
fared which show comparative informa. 

ion by years. These schedules are used for 

reference purposes by the administrative 
agency and are not provided for detailed 
legislative scrutiny. This results in more 
careful appraisal of program activity and 
diverts the attention of the reviewing 
agency or legislative body away from the 
minute details making up the total re. 
quested appropriation. Where there is an 
established classification and pay plan, 
there is little need to incorporate detailed 
lists of employees and salaries in the 
printed budget. This information should 
be on hand, however, for ready reference 
by the initiating agency. Based on the 
philosophy that the primary objective of 
government is to provide the best possible 
service at the lowest possible cost, it be- 
comes apparent that there is little differ- 
ence between the purchase of manpower 
and the purchase of equipment and sup- 
plies as long as the end result is adequate 
performance. 

Funds may be appropriated by the 
legislative body in a lump sum on the 
bureau level, but allotted by the depart- 
ment involved on a program or division 
level. The bureau appropriation is further 
classified in three categories: (1) expendi- 
tures by work programs, which show the 
total cost for the operation of each pro- 
gram element. (2) expenditures by charac- 
ter which reveal the cost of personal 
services as compared with expenditures for 
equipment and supplies, and (3) expendi- 
tures by object, which is a breakdown of 
the expense classification into the various 
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items required for the conduction of pro- 
grams during the fiscal year. By assigning 
an accounting code classification to each 
of the various program units under each 
bureau, a basis for proper cost accounting 
is established. The expenditures can be 
charged to the appropriate program on a 
systematic basis, and this greatly sim- 
plifies the job of figuring unit costs and 
provides the administrator ‘with precise 
data as to the cost of operating each pro- 
gram of the department. 

After approval of the budget document 
and appropriation of requested funds, 
allotments are made at the program level 
on a quarterly, semi-annual, or other time 


basis. The quarterly allotment is widely/ 


used. The theory behind allotments of ap- 
propriations is that they will assist in con- 
trolling reckless spending and induce ad- 
herence to preplanned work schedules and 
budget estimates. In making allotments, 
consideration must be given to peak work 
loads, seasonal programs, purchasing 
schedules, and employment. Due to these 
factors, allotments are not routine esti- 
mates arrived at arbitrarily, but require 
careful planning. Since each program and 
its cost of operation is reviewed at the end 
of the quarter, it behooves the executive to 
complete work schedules within the al- 
lotted appropriation. Unless extenuating 
circumstances arise, expenditures for each 
quarter and each program cannot exceed 
the quarterly allotment; however, where 
justified, funds can be transferred at any 
time. The transfer of funds among bureaus 
within the department requires only the 
approval of the local administration. How- 
ever, no transfers between various major 
operating agencies of the government can 
be effected until the final quarter, and then 
only upon the approval of the legislative 
body. 

In transferring funds among bureaus 
and programs of the department, it is im- 
portant to provide funds on the basis of 
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service needs. An effort must be made to 
educate the various bureau chiefs to the 
fact that appropriated funds are not the 


personal property of the individual 
bureaus; that they will be allotted and, if 
necessary, reallotted in a manner which 
will serve the best interest of the de- 
partment as a whole. On a still broader 
plane, it is the obligation of government 
to utilize available funds for those ac- 
tivities which can best meet the current 
requirements and demands for service 
from its citizens. 

Regardless of how effective program 
planning might be, no executive can fore- 
see all emergencies or contingencies that 
may arise during the budget year. For this 
reason, it is essential that sufficient ad- 
ministrative flexibility be provided to 
enable the administrator to cope with these 
problems. Prudent management requires a 
reserve for contingency fund wherever pos- 
sible, and this is provided during the 
quarterly review of program activities. 
If the work load of a program is lower 
than anticipated and surplus funds are on 
hand at the end of a quarter, complete 
justification for carrying these funds for- 
ward into the next quarter should be pro- 
vided; otherwise these funds should be 
transferred into a reserve for contingency 
account. This reserve account is estab- 
lished on the bureau level and is available 
for re-allotment at any time during the 
fiscal year provided such reallotment is 
justified on the basis of an emergency or a 
need for an unanticipated expenditure to 
carry on an authorized program. A reserve 
account, in addition to providing a 
cushion, helps maintain administrative 
discipline in the various bureaus by not 
allowing large amounts of surplus funds to 
accumulate and also eliminates to a large 
extent excessive fourth quarter expendi- 
tures. 

It is most important that the monthly 
financial statements be reviewed carefully 
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in order to curb expenditures or reallot 
funds during the balance of the quarter, 
keeping in mind the relationship of the 
expenditures to the volume of services 
rendered. This will be difficult, however, 
unless an effective accounting system is 
used in which the accounts classification 
and code have been designed to conform 
to the pattern in which the performance 
budget was prepared. 

_ The performance budget is an effective 
fool of management in planning a well 
/alanced program. It assists in developing 
program objectives and provides the ele- 
ments for proper control of program and 
costs. Detailed information is provided as 
to work volume and unit cost pertaining 
to past, present, and future activities. The 
request for funds can be supported on a 
realistic basis as it is tied in with the antic- 
ipated work load. The data provided is 
complete and so arranged as to make the 
practice of padding the budget more 
difficult. If the requested funds are not 
provided, then it is usually necessary that 
work volume estimates be revised down- 
ward. 

This type of budgeting aids in planning 
future procedures with regard to expansion 
or reduction of specific services as they 
relate to community needs. It states 
clearly the functions of various programs, 
thereby revealing deficiencies or duplica- 
tions of services. Also, an important con- 
sideration is that it is prepared in a manner 
which permits bureau chiefs and other 
supervisory personnel to understand the 
relationships of the budget request to 
work output. An operational picture is 
provided all personnel, not only of depart- 
mental activities, but of the activities of 
related agencies of the government who 


The Accounting Review 


have prepared their budget in the same 
pattern. 

The performance budget provides g 
qualitative and quantitative measure of 
efficiency, for not only are work volume 
estimates recorded, but minimum service 
standards are established and outlined jp 
the budget narrative. 


CONCLUSION 


In summary, it appears that both 
government and private business haye 
similar problems and many of the same 
techniques are being used to effect their 
solution. Due to the differences in the very 
nature and philosophies of public and pri- 
vate administration, there will always be 
wide variations in the methods and pro- 
cedures used to operate efficiently. The 
budget is a useful instrument and tool of 
management in both areas of operations; 
however, as the budget serves a different 
purpose for government than it does for 
private business, the need for individual- 
ized techniques becomes apparent. 

Program planning and control in govern 
ment is greatly facilitated by the intelli- 
gent application of the budgetary process. 
Government administrators should not be 
satisfied with the mediocre and often 
confusing methods of budget preparation 
and control used in the past but should 
make every effort to obtain the greatest 
value for each public dollar expended. 
Many public administrators believe that 
the best way to do this is through applying 
the principles of the performance type a 
budget. This type of budgeting materially 
assists in planning a well balanced program 
as well as providing the elements for more 
effective control of operations and ex 
penditures. 
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AN ANALYSIS OF MISSOURI'S UTILITY 
EARNINGS AND RATE BASE FORMULA 


S. KREBS 
Professor, Washington University 


T 


utility earnings and rate base 
formula that is likely to become of 


eo has established a public 


great significance to the nation. Several 
states have made inquiry concerning its 
nature and still others have given con- 
sideration to adopting it as standard prac- 
tice within their borders. Moreover, during 
1951 and 1952, the formula has attracted 
the attention of special accounting com- 
mittees of the American Gas Association 
and the Edison Electric Institute, and has 
been endorsed, in principle, by several pub- 
lic accountants acting in a consulting 
capacity. Certain unusual features of pro- 
cedure are of interest to students of rate 
regulation, and are, therefore, worthy of 
penetrating consideration and objective 
critical analysis. 


The Missouri Commission, until recent 


years, was basically sympathetic to the 
doctrine of an undepreciated rate base, a 
doctrine which, in reality, was a carryover 
from the days of retirement and retirement 
reserve accounting. In 1939, however, 
the Legislature by statute, empowered the 
Public Service Commission to require the 
utilities, under its jurisdiction, to carry a 
proper and adequate “depreciation ac- 
count” and to see that they “‘set aside the 
moneys so provided out of earnings and 
carry the same in a depreciation fund and 
expend such fund only for such purposes 
and under such rules—as the Commission 
may prescribe. The income from invest- 
ments of moneys in such fund shall like- 
wise be carried in such fund.”? 


* Gas, electric and water companies were included at 
the outset, telegraph and telephone companies later, 
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The statute, as written, was exceedingly 
difficult to comprehend. And yet the Com- 
mission was of the opinion that the utilities 
were not complying fully with the provi- 
sions of the statute, and were failing to 
credit to, and carry in, such fund, the in- 
come from the investment of moneys in 
what the Commission labelled “deprecia- 
tion reserve funds.” Moreover, the Com- 
mission noted that these so-called de- 
preciation reserve funds were invested in 
plant, securities, and other properties and 
that the companies were deriving income 
from such investments.” 

Accordingly, the Commission issued on 
July 17, 1944, General Order No. 38, 
which was to be cancelled on August 14, 
1944, and superseded by the famous Order 
No. 38A.* It directed each utility, under 
its jurisdiction, to credit its depreciation 
reserve fund with the income derived from 
the investments of money in such fund, 
and where the depreciation reserve funds 
were invested in plant, securities, or other 
property, and where the companies were 
deriving income from said investments, 
they should credit the so-called deprecia- 
tion reserve fund with the actual income 
and reduce the annual charges to operating 
income accordingly.‘ 

It is reasonable to suppose that this 
agitation grew out of dissatisfaction with 
the acceptance of the undepreciated rate 
base concept and yet the Commission was 
of the opinion that if the allowable return 
were reduced by income on depreciation 


and heating companies, still later. See Missouri Revised 
Statutes, Volume 15, Sections 5656, 5680, 5684, pp. 162-3, 
199, 201-2, (1939). 

2 55 P.U.R. (N.S.) 227-29 (1944). 

3 Ibid 


‘ Ibid, p. 229. 
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funds, that an undepreciated rate base 
ought to be employed.’ They came to the 
conclusion also, that owing to the ups and 
downs of economic conditions, a rate of 3% 
per annum is a justified figure to be applied 
in the rate making process by way of a re- 
duction of the utilities allowable return.® 
The statement may be made, by way of 
summary, that the formula apparently 
calls for two steps of procedure to be taken. 
First, an original cost undepreciated rate 
base is established. Second, a calculation 
is made, whereby, for study purposes only, 
a credit to operating revenue is set up for 
an amount equivalent to 3% per annum on 
the balance of the depreciation reserve. 
This amount, when added to the total 
actual operating earnings of the utility, 
gives a figure which will be compared with 
another figure; a figure equal to the estab- 
lished official rate of return applied to an 
undepreciated original cost rate base. 
Whenever the two figures coincide, the 
rate structure is considered to be sound. 
After making allowances for averages over 
several periods, for the possibilities of the 
future and for special considerations, 
should the first figure exceed the second 
one, a revision downward in the permitted 
rates of service, is in order, and vice-versa. 
The company is not required to make 
any journal entry for special commission 
recognition, but if one were to be made, 
the charge would be “below the line” as 
the utility accountant would say. In other 
words the charge would be to an account 
classified on the income statement below 
“Net Utility Operating Income,” “Total 
Utility Operating Income,” or “Utility 
Operating Income,” as the case may be, 
and the credit would be to some operating 
revenue account or to “Utility Operating 
Income,” above the line, which ever is 


i 62 P.U.R. (N.S.) 129-133 (1946). See especially p. 


* Ibid. The original General Order No. 38A was can- 
celled and new rules and regulations prescribed. Case 
No. 10723, December 28, 1945, effective date January 
31, 1946. See especially pp. 139-41. 


preferred. The desire is to make the charge 
to an account which does not effect rate 
regulation and to make the credit to ap 
account which does effect rate regulation, 
The introduction of a journal entry helps 
to make clear the fine points of distinction, 

It ought to become apparent that we are 
here, in effect, dealing with a partially de. 
preciated original cost rate base. An up- 
depreciated original cost rate base, as- 
suming that there are no depreciation 
funds specifically earmarked, is ascertained 
by including the original cost of all assets, 
current assets as well as plant assets, by 
making a deduction of the non-interest- 
bearing obligations, but by making no de. 
duction for accrued depreciation. A fully 
depreciated rate base, on the other hand, 
is calculated by including all assets, cur- 
rent as well as plant, by deducting the 
non-interest-bearing obligations and, as 
well, the amount of the depreciation ac- 
crued to date. Any base having a figure 
between these extremes is a partially de- 
preciated or an wunder-depreciated rate 
base. In following the Missouri formula, 
whenever the rate of return is exactly 6%, 
the maximum allowable earnings are pre- 
cisely the same as if the 6% were applied 
to a rate base 50% depreciated. (Not to be 
confused with 50% of the cost of the prop- 
erty). 

These considerations may be demon- 
strated by assuming certain typical facts. 
We begin with the following balance sheet: 


ASSETS 

Original Plant Assets (cost).......... $100 ,000,000 
Additions to Plant Assets (cost)... ... 20,000,000 
Materials and Supplies (cost)........ 3,000,000 

LIABILITIES AND PROPRIETORSHIP 
40,000,000 
Non-interest-bearing Liablities....... 4,000,000 
Reserve for Depreciation’............ 36,000,000 
5,000,000 


Total Liabilities and Proprietor- 
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An undepreciated rate base would 
amount to $125,000,000, and on the as- 
sumption of an allowed rate of return of 
6%, the utility should be permitted a gross 
operating revenue equal to $7,500,000, 
plus all legitimate operating expenses.* In 
efiect, the utility is allowed a “utility 
operating income” of $7,500,000. On a 
fully depreciated rate base of $89,000,000, 
the utility operating income figure is 
limited to $5,340,000. But on a 50% de- 
preciated base of $107,000,000, the amount 
could be increased to $6,420,000. 

In accordance with the Missouri for- 
mula, an undepreciated base is introduced, 
but 3% of the balance of the depreciation 
reserve must annually be considered part 
of the utility operating income. It is as- 
sumed here that the entire balance of the 
reserve was built up by operating expense 
charges to depreciation and thus repre- 
sented customer contributions. In the 
event the reserve was built up in part by 
surplus charges, an adjustment is essential. 
Thus in returning to the first example 
above, it is essential to deduct from the 
$7,500,000, 3% of the $36,000,000 reserve 
balance, here assumed to represent en- 
tirely customer collections. The resultant 
figure of $6,420,000 coincides exactly with 


™It has been assumed here as elsewhere, that the 
reserve measures the exact accrued depreciation. It 
should also be stated that a violent controversy is being 
waged between the utilities, represented by committees 
of the Edison Electric Institute, American Gas Asso- 
ciation and the New York Society of Certified Public 
Accountants, and the National Association of Railroad 
and Utilities Commissioners, over whether the reserve 
should be shown as a positive item on the right hand 
side of the balance sheet, or as a deduction on the left 
hand side. In industrial accounting it has long been 
standardized practice to make the deduction. Students 
of accounting theory have advocated the deduction, in 
order to present a figure for unamortized cost and have 
clearly been sound in their thinking. Anyone, however, 
who fully understands utility accounting and utility 
depreciation, is likely to realize the differences in the 
nature of the enterprises and will advocate the showing 
of the reserve on the right hand side of the balance sheet. 
It should be understood that, however shown, the item 
8a valuation reserve and not a liability. 

*The Federal Power Commission introduces the 
term “Operating Revenue Deductions” and restricts 
the meaning of the term “Operating Expenses.” 
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the third example. If an electric utility 
were to make a journal entry, it might well 
be the following: 


Dr. 538 Miscellaneous Income Deduc- 


tions 
Cr. 501 Operating Revenues*® $1,080,000 


II 


It is more than likely that the Missouri 
concept grew, at least in part, out of the 
philosophy behind the original sinking 
fund method of depreciation, even though 
an actual sinking fund as such was not 
contemplated. It may be noted that a 
utility, under certain circumstances, has a 
choice of the disposition of the assets with- 
held as a consequence of operating ex- 
pense charges for depreciation. One of 
these concerns an increase in working 
capital, the place where the withheld funds 
first become apparent. Since public service 
commissions feel it essential to limit the 
amount of working capital a utility may 
possess and include in its rate base, this 
choice has definite restrictions. Insofar as 
working capital requirements are clearly 
inadequate, a substantial increase may be 
authorized. A second choice introduces the 
concept of earmarking the funds which 
may later be needed for retirement or re- 
placement. They may be removed from 
current assets and included in ‘‘Deprecia- 
tion Funds” account. 

On the assumption that the account for 
“Depreciation Funds” is built up to have 
a debit balance equivalent, in amount, to 
the credit balance in the reserve for de- 
preciation—so that the depreciation re- 
serve is fully covered—an undepreciated 
rate base is standard. Accordingly the 
sinking fund method of depreciation fre- 
quently was introduced. When this method 
is followed, operating expenses are charged 
for only a portion of the depreciation re- 
serve credit, since the earnings of the 


® A credit to account 502 Operating Expenses, would 
bring about essentially similar results. 
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fund—an actual fund—are credited di- 
rectly to the reserve. In those days when 
the interest rate was not subject to govern- 
ment control and regulation and because 
of economic reasons, was relatively high, 
and could be assumed to approximate the 
allowed rate of return, the application of 
the sinking fund method in conjunction 
with an undepreciated rate base resulted 
essentially in the same equitable return to 
the utility stockholder as if there had been 
no fund and a fully depreciated rate base 
had been employed. 

Opposition appeared to introducing any 
plan in which less than aggregate original 
cost of plant was charged to operating ex- 
penses for depreciation. Instead, another 
interpretation of the sinking fund method 
was advocated and one in which the op- 
erating expense charges to depreciation 
were increased so as to equal in the ag- 
gregate the total credits to the depreciation 
reserve. Provided that the rate of earnings 
of the fund were as assumed above and 
also that the earnings of the fund were 
credited to operating revenues, it was 
proper, as before, to use an undepreciated 
rate base. 

The mathematics of the sinking fund 
method have been applied by some when 
no earmarked depreciation fund as such 
existed, and when the third choice open to 
the utility is elected—where the values 
withheld by depreciation charges are in- 
vested in plant. Such method might prop- 
erly be called the Compound Interest 
Method, but unfortunately was called the 
Sinking Fund Method, with consequent 
confusion of a high order, because of an 
erroneous conclusion drawn. Its advocates 
would quote the frequently stated prin- 
ciple that “it is proper to use an unde- 
preciated rate base with the sinking fund 
method whereas when the straight line 
method is followed the rate base should be 
depreciated.”’ And they would make clear 
they contemplated charging to operating 
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expenses the full original cost of the prop. 
erty, over its lifetime. 

Of course, to be equitable to both the 
public and the utility, it is essential in al] 
three examples to have a uniform rate base 
calculation. The principle may be stated 
as follows: At the outset a summation of 
all assets is required. Included is the 
original cost of the plant assets, the book 
value of the current assets, and the book 
value of the earmarked depreciation funds 
whenever the latter are existent. From 
this summation, deductions should be 
made for the amount of the non-interest- 
bearing obligations, and as well, for the 
balance of the depreciation reserve, as- 
sumed here to be exactly adequate in 
amount. 

This is a basic formula and is applicable 
whether or not earmarked depreciation 
funds are encountered. The accepted 
terminology is unfortunate however, and 
has been responsible for much confusion. 
For instance, this same formula produces 
what is labelled an “‘undepreciated rate 
base” when earmarked depreciation funds 
are present and produces a “depreciated 
rate base” when these funds have been 
needed to increase working capital, have 
been invested in plant, or have been the 
basis of a reduction of funded debt, the 
latter a fourth choice open to the utility. 
Thus it should be clear, in applying this 
basic formula, that under certain condi- 
tions what is labelled a depreciated rate 
base is sound and equitable and yet under 
somewhat changed conditions, an un- 
depreciated rate base is fully justified. 

Under typical conditions, the values 
withheld by depreciation charges are in- 
vested in plant, with the consequence that 
a fully depreciated rate base is equitable. 
This statement holds true whether the 
straight line method, the compound it- 
terest method (frequently erroneously re 
ferred to as the sinking fund method), the 
working hours method, the output method, 
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the car mileage method, or certain ac- 
celerated methods of depreciation, are em- 
ployed. Nevertheless, it should be made 
perfectly clear, that an undepreciated 
rate base may be equitable, under certain 
circumstances, even when the withheld 
funds are invested in plant. As an illustra- 
tion, a variation or modification in the 
compound interest method may be in- 
troduced. While using an undepreciated 
rate base, a journal entry, supplementary 
to the regular depreciation entry, may be 
made annually or monthly, for an amount 
equivalent to the allowed rate of return 
applied to the balance of the depreciation 
reserve. The entry follows: 

Dr. 538 Miscellaneous Income Deductions 

Cr. 501 Operating Revenues, or 502 Operat- 

ing Expenses, or 
250 Reserve for Depreciation 

When the charge is made to an account 
below the line, as is account No. 538, there 
is no effect upon rate regulation. When, 
and if, the credit is made to No. 502, op- 
erating expenses, the amount allowed the 
utility for operating expenses is accord- 
ingly reduced. Or if the credit is made to 
No. 501, Operating Revenues, the net effect 
is identical. In both instances, it is as- 
sumed that the full cost of the property 
will be charged, over its life, to deprecia- 
tion expense. When employed in conjunc- 
tion with an undepreciated rate base, the 
procedure is entirely equitable. And this 
holds true whether the standard compound 
interest method of depreciation, the 
straight line method or some other de- 
preciation method is followed. The logic 
is nevertheless on the side of the com- 
pound interest method. 

Should the third choice of credit—that 
to No. 250, Reserve for Depreciation—be 
selected, the amount of the charge to op- 
erating expense for depreciation will of 
necessity be reduced, in the aggregate, be- 
low that of the original cost of the asset; 
the charge should be limited to the annuity 
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figure. Commissions and courts have re- 
ferred to this procedure, unfortunately, as 
an application of the sinking fund method 
of depreciation, whereas it had better be 
called a variation or modification in the 


compound interest method. However 
labelled the whole procedure is equitable 
when employed in conjunction with an 
undepreciated rate base. And here, as in 
the two former illustrations, the results 
encountered are essentially similar to that 
where mo entry is made and a fully de- 
preciated rate base is introduced. 

The procedure contemplated in Order 
No. 38A is much like the first illustration 
above. In effect there is a charge to No. 538 
Miscellaneous Income Deductions and a 
credit to No. 501 Operating Revenues. It 
differs from it, however, to the extent that 
as a supplement to the regular deprecia- 
tion charge, the amount of the entry is 
limited to 3% per annum on the balance of 
the depreciation reserve. 

It is reasonable to assume that the 
framers of the Missouri utility statutes de- 
sired to employ an undepreciated rate 
base, and wished to have the earnings of 
the reserve credited either to operating 
revenues or directly to the reserve. They 
apparently noted the injustice to the pub- 
lic of permitting the earnings of the reserve 
to be credited to non-operating incomes. 
Moreover they visualized the difficulty of 
measuring these earnings, and although 
they preferred to see actual earnings 
credited, they felt the logical way out lay 
in the direction of setting an approximate 
figure. Later the commission introduced a 
risk concept. Whenever a utility was able 
to earn more than 3% it was considered to 
be entitled to any excess because of the 
assumption of risk. In all probability this 
concept of risk was a carry over from the 
so-called sinking fund method employed 
in other states where the interest rate had 
been set at a figure below the established 
fair rate of return.’ 
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An apprizal of the validity of the Mis- 
souri concept is now desirable. Two dis- 
tinct points of view immediately appear. 
First, it may be asked, “Is the Missouri 
order sound economically under conditions 
which presuppose a static price level, and, 
as well, that the doctrine of original cost 
is not to be challenged? And second, the 
point may be raised: ‘What view should 
be held equitable in periods of inflation or 
inflationary pressures, similar to those of 
recent years, and when a rigid application 
of the doctrine of original cost is not 
reasonable?” Our answer to the first 
point, which is distinctly at variance with 
the second, is that the Missouri Order is 
essentially but not entirely unjustified. In 
accordance with the second question, how- 
ever, the view is entertained that the 
Missouri procedure accomplishes results 
which may be looked upon as being eco- 
nomically and socially sound and equit- 
able. They are discussed in order. 

If the doctrine of original cost is to be 
considered completely acceptable, then it 
becomes apparent that the Order is 
basically in conflict with conclusions pre- 
viously drawn,” and is, as well, altogether 
inconsistent with the original cost con- 
cept. Either a partially depreciated rate 
base has, in effect, been introduced, and 
with an assumed adequate depreciation 
reserve balance, should be strenuously 
condemned, or a variation in the com- 


10 See Depreciation, prepared by the Staff of the 
Public Service Commission of Wisconsin, 1933, p. 
25. The Staff makes no criticism of such action, but its 
comments made in connection with other methods indi- 
cate the Staff is in disagreement. No more risk enters the 
picture because of the adoption of this so-called sinking 
fund method as compared with other methods, but it 
seems to be easier to justify its separate consideration 
under these conditions. See also Report of Special Com- 
mittee on Depreciation, National Association of Railroad 
and Utilities Commissioners, N.Y. 1938, p. 8. 

1 See W. S. Krebs, Types of Utility Rate Bases Under 
Depreciation Reserve Accounting, St. Louis, 1946, Chap- 
ter I; Also “Public Utility Depreciation in Its Relation 
to the Rate Base,” THe Accountinc Review, 1939, 
pp. 93-108. 
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pound interest method of depreciation has 
been introduced and an incorrect rate of 
interest used. In either case the utility may 
accordingly be allowed by law to earng 
figure in excess of the equitable amount, 
based upon, it should be remembered, 
certain rather rigid assumptions. Whether 
a utility is capable of earning such an 
amount is, of course, clearly another mat. 
ter and one with which we are not to be 
concerned at present. 

In principle any utility is entitled 
equitably to earn a fair return upon the in. 
vestment in the undertaking—upon the 
amount put in by the bondholders, stock. 
holders, and by those short terms creditors 
to whom interest is payable. The bond- 
holder, because he assumes less risk than 
the stockholder, willingly accepts a lower 
interest rate than the latter. Since the 
bondholders’ rate is below the permitted or 
so-called fair rate of return on all prop- 
erty, the stockholder as residual claimant, 
potentially may receive dividends which 
yield him a rate of interest on his invest- 
ment that is in excess of the permitted rate 
of return. And the extent of this excess will 
vary with the percentage relationship 
existing between the bonded indebtedness, 
expressed in dollar amount, and the dollar 
amount of all outstanding securities. Of 
course this percentage relationship should 
be governed by sound financial policy, 
even though it will itself show variation 
according to types of utilities, the wishes 
of management, and general economic 
conditions. Both cause and effect are at 
work here. The stockholder realizes that 
only in so far as a part of the capital is 
acquired by bonds, can he secure a retum 
at the rate to which he is entitled and 
which is also needed to acquire additional 
funds on the market. The commissions, 
moreover, assume, in deciding upon the 
exact fair rate of return to be allowed, that 
both bonds and stocks will be floated ata 
sound level. It is not for us, however, t 
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discuss the principles underlying the de- 
termination of what constitutes sound 
corporation finance. 

When a utility first begins to function, 
the rate base valuation should equal the 
original cost of the plant, plus the amount 
of working capital essential for satisfac- 
tory operation. Stated otherwise, it should 
include the original cost of all assets, cur- 
rent as well as fixed, but from this sum 
there should be deducted the amount of 
the non-interest-bearing obligations. The 
rate base, therefore, includes the invest- 
ment of those who have reason to expect 
compensation from interest and dividends, 
but does not include the investment of 
those who contractually are not entitled 
to such income. 

From the start of operations the prop- 
erty of the utility begins to react to the 
forces of deterioration, obsolescence, and 
inadequacy. Should the utility choose to 
follow the practice of retirement account- 
ing, retirement reserve accounting in its 
purest form, or replacement accounting, 
the rate base should remain essentially un- 
changed in dollar amount, except, of 
course, when expansion has taken place. 
And no complicated problems appear. 
But should the utility from the very be- 
ginning, practice depreciation accounting, 
the road ahead is different. As operating 
expenses are charged for depreciation, 
funds are withheld from dividend declara- 
tion, always under the assumption of 
adequate utility earnings. These funds 
may, if desired, be earmarked for retire- 
ment and replacement and may be carried 
ina special depreciation fund account until 
such time as they are needed for such pur- 
poses. In effect these funds are brought 
into existence by assessment against the 
tate payers for services rendered to them 
but they are furnished for the most part, 
and for some time to come, before they are 
needed for retirement and replacement 
of plant. 
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The dollar figure for the rate base should 
under these conditions, remain static; the 
rate base should be undepreciated. Some 
argue that the property is not in 100% 
condition and the base amount should de- 
cline. Such view is entirely erroneous. The 
“depreciation funds” maintain the in- 
tegrity of the investment, keep the capital 
unimpaired and assure the community of 
continuous and adequate service. This 
holds true whether or not they produce 
revenue, provided only that the utility 
has made a reasonable effort to invest 
them wisely. Therefore, an undepreciated 
rate base, may be entirely equitable. As 
operations proceed and the company 
grows older, there is a strong tendency for 
the property to “strike its gait” or for the 
“seasoned condition” of the property to 
set in and such characteristic is more pro- 
nounced for the very large companies.” 

This may be interpreted to mean that 
lacking continuous growth, a period ulti- 
mately is reached when the retirements 
and replacements become essentially uni- 
form in amount. At this time the annual 
charges and the annual credits to the 
depreciation reserve become almost equal; 
the reserve balance remains nearly stable. 
Accordingly if a depreciation fund account 
is set up to “fund the reserve,”’ it also re- 
mains essentially stable, as the charges 
and credits to the fund become basically 
similar in amount. From such circum- 
stances the conclusion is drawn that not 
until final corporate dissolution occurs will 
all of these funds be needed for retirement. 
These so-called excess funds are collected 


2 This has been recognized by valuation engineers 
for a long time, although some have challenged this 
view. James E. Allison has offered mighty strong evi- 
dence of its truth. Unfortunately all of his charts have 
not been published. However, see also James E. Allison, 
In re Theoretical Depreciation, St. Louis, 1917. It should 
be made clear that when the funds are invested in 
lant there is an even greater tendency in this direction 
use of the increased size of the company, and it is 
apparent that this tendency is more pronounced for 
certain types of utilities than for others. 
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in order to protect the utility security 
holders against loss on their investment in 
the company. True enough, just as in the 
instance of a growing life insurance com- 
pany, the depletion of the “reserve’’ will 
not become apparent for some time to 
come. Nevertheless, economic justice in- 
sists that the policy holders be protected 
on the final liquidation date of the com- 
pany. In like manner, in a utility the de- 
preciation funds existent after the seasoned 
condition of the property has been reached 
may not all be needed until the final hy- 
pothetical liquidation date of the company 
has come about. Perpetual operation of a 
utility may not logically be assumed any 
more than perpetual operation of a life 
insurance company. Therefore, what may 
at first glance appear to be unneeded 
funds are, nevertheless, essential for final 
liquidation of the property as numerous 
examples testify. Reference, of course, is 
made only to those funds not needed for 
current retirements. 


IV 


Whenever the seasoned condition of the 
property has been reached, and the de- 
preciation fund has been stabilized, the 
current increases in depreciation fund 
values are just sufficient to meet the needs 
of retirement and replacement. It is at the 
time when conditions are as stated that it 
seems desirable to consider whether a 
depreciation fund, as such, is feasible and 
what alternative dispositions of such fund 
are open to selection. The question fre- 
quently is raised, ‘why not return the fund 
to the stockholder?” In answer, it may be 
said that under certain circumstances such 
action might be highly desirable and logi- 
cal. Instance the case where no bonded 
indebtedness exists. Such plan would 
likely be to the advantage of the rate 
payer, because, with a declining rate base, 
the rates of services charged customers 
would need to be reduced. This is oc- 
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casioned by the fact that the funds do not 
produce as much revenue as the utility has 
been allowed to earn upon that portion of 
the rate base. The revenue has been re. 
duced, but not in proportion to the reduc. 
tion in the base, and this is helpful to the 
rate payer. Moreover, it would not be to 
the disadvantage of the stockholder. True 
enough the integrity of the stockholders’ 
investment would be impaired and funds 
would not be available for final dissoly. 
tion.“ But the stockholder would not 
suffer as he has these funds for investment 
in other companies. The community would 
not be handicapped as, under the assumed 
conditions, funds for current retirement 
and replacement are always available, 
Unless the company is expanding the plan 
is entirely feasible, but of course the stock- 
holder should be informed fully just what 
has been done, as is the practice of com- 
panies possessing wasting assets. The 
legality of such action is not discussed at 
present. 

Should plant expansion be in order, 
then of course funds returned to stock- 
holders would need to be reinvested in the 
company. The rate base falls and is re- 
stored to its former level, or, in effect, re- 
mains at the previous figure if all the funds 
are reinvested. Unfortunately confusion 
occurs under these conditions for even 
though the same equitable formula for 
rate base calculation is used, the base must 
now be referred to as of the depreciated 
type. In any event funds not needed for 
current replacements are, in effect, bor- 
rowed and put into plant. When and if 
funds are needed for replacement, bonds 
may be issued with consequent increase in 
rate base amount. Obviously if the sea- 
soned condition of the property has set it, 
all funds needed for replacements at pres 

18 Many have argued that utilities have perpetual life 
and final dissolution will not occur. We have only t 
note what has happened to street railways, interurban 


railways, and elevated railways, to prove the inaccuracy 
of such view. 
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ent are provided for by the current operat- 
ing expense charges for depreciation. 

Even under the assumption of rapid 
growth, the utility has a second alterna- 
tive. The depreciation funds might be 
returned to the stockholders for invest- 
ment by them in outside enterprises, and 
substitute funds obtained for plant ex- 
pansion through the sale of corporate 
bonds. Although the rate base would re- 
main essentially static, the stockholders 
would fare better, since the bond interest 
rate is lower than the fair rate of return. 
Just how much more income would accrue 
to the stockholder would be determined by 
what his outside investments would bring. 

At least two factors need to be weighed 
in making the decision on whether it is 
good judgment to provide for plant ex- 
pansion, either from the proceeds of bond 
sales collected after the return to stock- 
holders of the depreciation funds or from 
the direct investment of depreciation 
funds. Put in the form of questions, first, 
“Is the company definitely in a period of 
expansion?”’ Second, ““May the company 
expect, within a reasonable period of time, 
to find itself able to dispose profitably of 
all the services it can produce?” If both 
questions are answered in the affirmative, 
plant expansion seems desirable. Under 
these conditions the rate payer may bene- 
fit, because with a stable rate base amount 
the aggregate operating revenues may 
increase. Should, however, the period 
when all services will find a ready market 
be remote, owing either to the fact that 
the utility faces a serious problem in pro- 
viding for its peak loads or because com- 
petition is heavy and real, then plant ex- 
pansion may force a reduction in the 
charges to customers, in order that the 
bulk of services the utility can produce 
may be released. Only management at the 
policy level may determine what action 
should be taken. By way of illustration, a 
restaurant with excess demand increased 


its capacity by 10% without increase in net 
income. In another example an increase of 
10% capacity brought about a net income 
increase of only 5%. Utilities, in any event 
are required, or at least expected, to pro- 
vide for peak loads and in recent years 
have lived up to their responsibilities. 

The program of bringing about needed 
expansion by selling bonds is reasonable 
under our first assumption—the utility has 
no outstanding bonds. Under the second 
assumption—one where bonds have been 
issued—the plan may or may not be desir- 
able, depending upon the bond-stock per- 
centage relationship. If the percentage of 
bonds to all securities is low, in accordance 
with sound corporation finance, a further 
issue of bonds is feasible. If the relation- 
ship is at, or near, the maximum such 
financing is not satisfactory. 

We have been concerned with the ques- 
tion of the all around soundness of issuing 
bonds after returning depreciation funds 
to the stockholders. A clear picture of the 
economics of this plan of finance is es- 
sential to an understanding of the sig- 
nificance of Order No. 38A, in spite of the 
fact that in most states returning the 
funds to the stockholders is illegal in ac- 
cordance with the “trust fund” doctrine. 
The integrity of the stockholders’ invest- 
ment would not be maintained and the 
“trust fund buffer” would not be available 
to protect the creditors. It is, of course, 
legal to pay off bonded indebtedness from 
depreciation funds, but whether such 
action ought to be carried out depends 
upon the bond-stock relationship. 

Part of the philosophy underlying Order 
No. 38A is to be found in these ideas. 
Some make the forceful contention that it 
is unjust to the utility to insist upon a 
fully depreciated rate base and a conven- 
tional return, merely because it happens to 
be illegal to return the funds to the stock- 
holders. These same persons take the stand 
that the conventional plan, in effect, re- 
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quires the stockholders to reinvest these 
funds in the company. They should be 
permitted, so they reason, to obtain pos- 
session of these funds for outside invest- 
ment and utilize the proceeds of a new 
bond issue for company investment and 
accordingly, under favorable conditions, 
obtain increased earnings available to the 
stockholder. In the absence of the legality 
of such programs, it is contended Order 
38A should be allowed to function and 
accomplish the same result. Thus this 
Order may be looked upon as a substitu- 
tion for legislation which might be enacted 
to accomplish identical results directly. 

This powerful and exceedingly in- 
genious argument is deserving of careful, 
objective appraisal. One may very well, 
at the outset, take a look at the bond- 
stock relationship for here lies the crux of 
the problem. Should the proportion of 
bonds, to all outstanding securities, be 
lower than that recognized as desirable by 
security analyzers—on the average at 
approximatly 50%'*—the proposal would 
seem to be entirely equitable, otherwise 
the reverse would hold true. Nevertheless, 
in all fairness it definitely should be recog- 
nized that Order No. 38A may be accept- 
able under certain conditions, but clearly 
does not apply to every set of circum- 
stances. No statistics are before us as to 
how many utilities properly may make 
application of the principle. We doubt if 
the number is large, but to the extent that 
a utility can qualify, the introduction of 
the Order is reasonable. 

A direct approach to the problem is 
more expedient. Where the bond-stock 
percentage relationship is low, it would be 
better to advocate a modification of the 
trust fund doctrine, and actually permit 
a return of the depreciation funds to the 


4 Obviously, this percentage figure will vary with 
the types of utilities, and with several other factors. 

% See W. S. Krebs, ‘Modifying the Trust Fund Doc- 
trine,” The Accounting Forum, X (1939), p. 26. 
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stockholders. Under the assumption that 
the creditors are protected such action 
seems reasonable. Or as another alterna. 
tive, an excellent solution is to be found 
in the hands of the various public service 
commissions which, when conditions war. 
ranted, could very well increase the fair 
rate of return. Both of these possibilities 
are superior to Order No. 38A, because 
they would apply only when the proper 
conditions prevailed whereas the strict 
following of the Order would frequently 
result in a highly inequitable return from 
the point of view of the public. 

It is forcefully maintained that when 
depreciation funds are invested in plant 
expansion, the stockholders are assuming 
a great risk of not earning an adequate 
return upon the additional investment and 
that Order No. 38A should be invoked. 
True enough, risk is apparent. In certain 
types of utilities such as street car com- 
panies, elevated and interurban railways, 
subways, and to a less extent bus and 
steam transport companies, risk is very 
real. Consequently these utilities are not 
expanding generally even when the per- 
mitted rate of return is high. Moreover, 
it is doubtful if these utilities could earn 
adequate returns if there were no rate regu- 
lation. 

At the other extreme are gas, electric, 
telephone, and water companies. Their 
risks from expansion are not of as great 
magnitude as those of transit companies 
but risks are, nevertheless, in evidence. 
Irrespective of the degree, risk should be 
recognized by commissions. But the recog- 
nition should be in the rate of permitted 
return, for risk is an integral part of inter- 
est. This rate of return properly consti- 
tutes a composite figure decided upon only 
after adequate consideration has beet 
given to the investment of the deprecia- 
tion reserve, as well as to the investment 
of the bondholders and stockholders. The 
typical investment structure for the type 
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of utility involved should be visualized, 
and, in addition, attention should be paid 
to all factors that are peculiar and perti- 
nent to the company in question. The 
commissions are faced with a difficult 
problem, to be sure, owing to the ramifica- 
tions of governmental control over inter- 
est rates. Such regulation has worked an 
injustice to utility stockholders in some 
respects while helping them in others. The 
question of whether the typical rate of re- 
tum today is adequate is deserving of a 
special study. In any event the problem 
should be approached directly, with risk 
given recognition in the rate of return 
rather than indirectly by Order No. 38A. 

The investment of depreciation funds 
in plant, it is urged, forces management 
tooperate property built in effect by the 
investment of the rate payers and for 
which managerial compensation is not but 
should be paid. In part this view repre- 
sents a misunderstanding. These new 
assets are included in the rate base calcu- 
lation, because the original assets are in- 
corporated at their unamortized original 
cost. In part, however, the idea is merely 
another approach to the argument for an 
undepreciated rate base, for what really 
is desired has to do with the inclusion of 
the gross original cost of all assets in the 
tate base. It is highly undesirable to re- 
peat the fallacy of the undepreciated rate 
base concept!®, but it ought to be made 
clear that operating expenses may properly 
include all necessary managerial expenses 
and the invoking of Order No. 38A is un- 
necessary and undesirable. If such a point 
of view is unjust it is because the doctrine 
of original cost is unjust and the attack 
should be against this doctrine. Mr. Jus- 
tice Brandeis, who advocated the Prudent 
Investment doctrine, expressed the view 
as follows: ‘The thing devoted by the in- 
vestor to the public use, is not specific 


on Ktebs, Types of Utility Rate Bases, loc. cit. and 
Public Utility Depreciation,” Joc. cit. 
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property, tangible or intangible, but capi- 
tal embarked in the enterprise. Upon the 
capital so invested, the Federal Constitu- 
tion guarantees to the utility, the oppor- 
tunity to earn a fair return.’’’ Justice 
Brandeis was arguing against the doctrine 
of “fair value,” but in arguing for his view, 
he emphasized capital investment rather 
than particular property. 

Some day the argument in favor of 
Order No. 38A may be raised to the effect 
that the utility could leave its earmarked 
depreciation funds intact and carry on 
plant expansion by borrowing. When and 
if such argument is advanced what atti- 
tude should be taken? First, it is evident 
that if the bond-stock relationship is too 
high, the idea needs to be abandoned. In 
the event the percentage relationship is 
proper, however, and the plan were to be 
introduced, the gain to the utility might 
manifest itself in an enhanced rate base 
amount and an increased load upon the 
rate payer, which under certain conditions 
would approximately double the increase 
arising out of the application of Order No. 
38A. Since the legal view prevails to the 
effect that the depreciation funds belong 
to the utility, it is inconceivable that any 
commission, under these circumstances, 
would favor an undepreciated rate base. 
A commission logically would view the 
borrowed funds as excessive, in this un- 
usual case, would consequently consider 
it unsound to incorporate both the new 
plant assets and the depreciation funds in 
the same rate base valuation and would 
feel it desirable to establish a fully depre- 
ciated rate base, in spite of the fact that 
under normal circumstances an undepre- 
ciated rate base is equitable whenever ex- 
istent depreciation funds are specifically 
earmarked. Clearly the rate payer may 


17 Separate concurring opinion in State of Missouri 
ex. rel. Southwestern Bell Telephone Company V. Public 
‘sa. Commission of Missouri, 262, U. S. 276, 290 

1923). 
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reasonably expect that the funds he has 
advanced should be utilized in plant ex- 
pansion or in the reduction of bonded in- 
debtedness, if either of these changes is 
desirable. 

Nearly parallel to the proposal is one 
in which the depreciation funds are in- 
vested in plant, with the subsequent sale 
of bonds to secure funds to replace the ear- 
marked depreciation funds. Basically, the 
idea is similar to the one just discussed and 
may be passed over. 

Further, ‘““Why not allow the utility to 
borrow the funds from itself, pay 3% in- 
terest upon them, utilize the funds for 
plant expansion and earn 6% or there- 
abouts upon them?” Normally, these funds, 
which belong to the utility, should eco- 
nomically be available for return to the 
stockholders, with a consequent reduced 
rate base, and a restored rate base amount 
when invested in plant. But let us note 
what the utility is asking. In effect it de- 
sires an increased rate base amount in 
place of a stable rate base amount. It feels 
that somehow the public is procuring 
something to which it is not entitled by 
forcing upon the utility an undersized rate 
base valuation. It is contended that the 
case is analogous to permitting the utility 
to borrow the funds from the public and 
pay interest at the market rate or what 
they would earn if invested in securities, 
and what they recommend is without 
damage to anyone. 

Such justification fails to present all the 
implications. For example it is not made 
clear that when the funds are invested in 
plant, as indicated, the utility expects a 
full return upon an undepreciated rate 
base rather than upon a partially depre- 
ciated base which is equitable. The utility 
has been compensated for its depreciation, 
yet desires a return upon this compensa- 
tion and expects the rate payer to pay a 
return upon that which he has furnished. 
He desires in effect to compensate the rate 
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payer at a rate of 3% on the funds ad. 
vanced and then charge him 6% or there. 
abouts in the way of a return upon them, 
In effect the suggested procedure calls for 
a rate base which, in amount is equivalent 
to a figure in excess of the summation of 
the unamortized original cost of the plant 
assets plus the dollar valuation of the de. 
preciation funds collected from the rate 
payer and this is not an equitable base. 

The borrowing of the funds is really 
analogous to returning the funds to the 
stockholders with a consequent reduction 
in the rate base. As the funds are invested 
in plant the rate base amount is restored. 
Moreover if these funds can earn amounts 
in excess of what could be realized from 
securities, they should be so invested, be- 
cause the utility is earning a full return 
upon them and the rate payer is paying a 
full return upon them. 

This point of view may be expressed in 
another way. It might be contended that 
depreciation funds are trusteed and loaned 
to the company. But here there would be 
a temporary reduction in the rate base for 
it would not be proper to permit the utility 
to earn upon these funds and to borrow 
them also. Thus when funds are borrowed, 
the rate base figure falls temporarily and 
is restored when plant is expanded. Such 
procedure surely would be of little help to 
the utility. 

It has been argued also that utility oper- 
ators might “trustee the funds” by putting 
them in the hands of a trust company 
which presumably would pay interest 
upon them to the rate payers, and then 
the operators could borrow funds for plant 
expansion by issuing funded debt.’* The 


18 An attempt has been made to interpret the testi- 
mony of Dr. H. B. Dorau given before the Missouri 
Public Service Commission. See also his ‘Economic 
Implications of Public Utility Depreciation Account- 
ing,” New York Certified Public Accountant, June, 1944; 
a scholarly treatise, pointing out the weakness of 
straight line depreciation, the injustice of deduction of 
depreciated reserve values created out of surplus an 
the inequitableness of an overdepreciated rate base. 
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plan, as we understand it, even though we 
may be in error, is presumably not to be 
confused with the one whereby the funds 
are deposited in trust companies which 
will pay interest to the utility itself. 
Rather, it would appear that the theory 
behind the argument is based upon the 
assumption that somehow, in the end, the 
rate base at least in effect is increased in 
dollar amount to the benefit of the utility. 
In the absence of practicing such an im- 
possible procedure, Order 38A would be 
introduced to accomplish a somewhat simi- 
lar purpose. . 

Journal entries help to understand tke 
situation. Should the fund be placed in the 
hands of a trust company, with the under- 
standing that no interest will be paid to 
the company, the following entry is essen- 
tial: 


Dr. Depreciation Reserve 

Cr. Depreciation Funds 

Rate Base amount static, and continues of the 
undepreciated type 

Dr. Plant Assets 

Cr. Bonds Payable 

Rate Base amount increased and continues 
undepreciated 


Consistent with such action, the public 
will be paying upon an increased rate base 
figure but will be receiving approximately 
3% per annum from the trust company 
and assuming exactly a 6% return, will 
find the resultant condition exactly equiv- 
alent to the conventional practice and a 
50% depreciated rate base. Since the ulti- 
mate position parallels that introduced by 
Order No. 38A, it is contended that if such 
plan is justified Order No. 38A is equitable. 

It should be apparent that the public 
will need once more to provide for the re- 
tirement of the property and if deprecia- 
tion accounting is practiced, will be re- 
quired in the future to bear the burden of 
all depreciation accrued up to the present 
time and, as well, all to accrue from now 
on. They do so by paying a return on a 
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higher base, but presumably are being 
compensated by the 3% of the balance of 
the depreciation reserve they are somehow 
to receive from the trust company. 

By way of appraisal of the suggested 
concept, it should be made clear, at the 
outset, that the bond-stock ratio is of para- 
mount importance. When the ratio is too 
high no consideration of the idea may be 
entertained. In any event, the whole con- 
cept is unrealistic and impractical for no 
satisfactory method of putting it into ef- 
fect appears upon the horizon. Moreover, 
it should be pointed out that because a 
proposal is no more unjust than one it is 
supposed to supplant, that the proposal 
is not necessarily sound. In spite of the 
distinguished following, the whole scheme 
remains unconvincing. 

Somewhat along these lines is the case 
where the depreciation funds are loaned 
to the stockholders who, in practice, or in 
effect, issue a formal note to the company. 
The note carries interest at the rate of 3% 
per annum. It is considered an asset of the 
utility. The funds loaned to the stockhold- 
ers are invested in plant and either bonds 
or stocks are issued to the stockholders. 
We may make journal entries and observe 
what the result is found to be. 


Dr. Note 

Cr. Depreciation Funds 

Rate Base amount remains constant and con- 
tinues undepreciated. 

Dr. Plant Assets 

Cr. Bonds Payable 

Rate Base amount increased. 


If the interest rate on the bonds is 3%, 
this interest paid to the holders of the 
bonds who, at least at the outset, are 
stockholders, may be used to pay the in- 
terest on the note. Or a direct cancellation 
of all interest may take place. 

Such an assumption is possible only in 
the event the bond-stock percentage rela- 
tionship is low. If otherwise, shares of 
stock might be issued and the following 
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alternative entry made: 

Dr. Plant Assets 

Cr. Capital Stock 

Rate Base amount increased. 

In both instances the rate base dollar 
amount is increased and a full return may 
potentially be earned on the enhanced 
figure. Where bonds are issued the stock- 
holders to be sure stand to benefit much 
more than when stock is issued. In any 
case the stockholders may look forward 
to earnings increased over the original fig- 
ure. Thus, it might be argued that if such 
a program is justifiable, Order No. 38A 
should be considered acceptable. 

The fallacy of this reasoning should be 
revealed. The so-called note is a part of 
the rate base and earns potentially a full 
return of say, 6%. It is highly unreason- 
able to permit the stockholders to pay 3% 
interest upon a loan and earn 6% upon the 
same amount and same funds reinvested 
in the same company. 

Returning to typical conditions, it is 
essential to take note of the fact that de- 
preciation funds, collected from the rate 
payers before they are required for retire- 
ment and replacement, especially under 
straight line depreciation,’® really do pre- 
sent an extraordinary phenomenon. Fre- 
quently it happens that the gross operating 
revenues of the utility increase when funds 
are invested in plant expansion and since 
the rate base dollar figure remains con- 
stant, the service rates charged to custom- 
ers may need to be reduced in order to pre- 
vent excessive potential utility dividend 
possibilities. This may be taken to mean 
that under favorable conditions the rate 
payer benefits because of the phenomenon. 
And it may be pointed out the same tend- 
ency prevails, but to a less extent, when- 


‘8 Professor Paton, in his careful and penetrating 
manner, characteristic of all his writings, has made clear 
the weakness of straight line depreciation, and has pre- 
sented the argument for the compound interest method. 
See his Advanced Accounting, N. Y. 1941, Chapter XIII. 
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ever the funds are invested in securities on 
which interest accrues. Because of this 
peculiarity, it has frequently been stated 
that since the customer assumes no risk 
the interest on the depreciation funds, 
however invested, should be at a low rate 
and only a small modification, if any, 
should be made in the rate structure. 

It ought te be understood that increased 
plant capacity may not for some time to 
come result in increased revenues, for the 
utility may find it essential voluntarily to 
reduce the rate schedule in order to con- 
tinue production at a high level. Increased 
plant capacity may be utilized only at the 
times of the peak loads until additional 
customers may be secured who will agree, 
and be able, to consume the services during 
non-peak loads. Moreover the older plant 
may have a falling off in revenue. And 
nearly all utilities are subject to competi- 
tion sufficient to effect the rates charged. 
Finally, as stated previously, the rate of 
return should be set high enough to com- 
pensate for all risk. 

Nevertheless, the record over the years 
points sharply to the ability of utilities to 
reduce charges owing to the fact that they 
are in an industry classifiable as of the de- 
creasing cost type, to advances in the arts, 
and to well known efficiency of operation. 
The community has learned to expect, in 
non-inflationary periods, a reduction in 
rates for the benefit of consumers. It has 
watched with interest the pride the utili- 
ties have taken in their ability to point to 
a record of continuous reduction in service 
rates over the major part of the last half 
century, and to have done this with ade- 
quate compensation. In traction compan- 
ies, where the trend is downward, these 
comments of course are not applicable. 

In our study of Order No. 38A, atten- 
tion until this time has been devoted al 
most exclusively to those instances where 
depreciation funds have been invested in 
plant. The framers of the Order apparently 
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were not fully conscious of the impact of 
having the depreciation funds specifically 
earmarked for retirement and depreciation 
purposes and the Order made no provision 
for such alternative; its requirements 
were not specific. Therefore, it is desirable 
at present to observe the consequences of 
the Order whenever depreciation funds 
are segregated and earmarked. 

It is immediately clear that in the ab- 
sence of the appliction of the Order, an 
undepreciated rate base is equitable when- 
ever earmarked depreciation funds are en- 
countered. Therefore, in following the 
Order, whereby an undepreciated rate 
base is introduced and 3% of the balance 
of the depreciation reserve is to be consid- 
ered part of the operating revenue, the 
directed procedure is quite unjust to the 
utility. It may be made equitable, how- 
ever, under limited circumstances. In case 
where the interest earned upon the cur- 
rently invested funds amounts to exactly 
3% and the utility is permitted to credit 
this interest to non-operating incomes, the 
resultant consequences are entirely equita- 
ble to both the public and the utility. 
Whenever, however, the earnings exceed 
3% per annum and non-operating incomes 
have been credited, the public suffers. And 
should the earnings be less than 3% the 
utility fares badly. Apparently such a set 
of circumstances is what Commissioner 
Wilson referred to in his dissenting opin- 
ion, whereby he declared the Order to be 
confiscatory.”° 

It is frequently forgotten that utilities 
over a part of their existence may have 
practiced retirement or retirement reserve 
accounting, even though they now follow 
depreciation accounting. Accordingly, the 
depreciation reserves may be inadequate 
and in need of adjustments equitable to 
the utility.24 Unfortunately, commissions 


062 P.U.R. (N.S.) 142 (1946). 
1 See W. S. Krebs, “(Rate Base Problems Presented 
when Utilities Shift from Retirement to Depreciation 
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have not always been fair, under the cir- 
cumstances. On the assumption of a re- 
serve only 50% adequate, owing to the 
prior practice of retirement or retirement 
reserve accounting, a 50% depreciated 
(partially depreciated) rate base is en- 
tirely equitable even with the recognition 
of a 6% permitted rate of return. Here is 
definitely a case where Order No. 38A is 
eminently satisfactory and fair, even 
though a direct approach to the problem 
seems more to the point. Perhaps, the Mis- 
souri Commission unconsciously had this 
illustration in mind. 


V 


Under the iron bound limitations recog- 
nized up to now, the view has been enter- 
tained that basically Order No. 38A is in- 
equitable, although here and there it has 
seemed to possess merit, at least in princi- 
ple. But the rigid assumption of a stable 
economy and price level” and the unquali- 
fied acceptance of the doctrine of original 
cost, are today highly unsatisfactory. The 
economy is not stable, the price level is not 
constant, and rate regulation equitable 
under unwavering conditions is clearly in- 
adequate under those prevailing today. 
It was considered highly desirable to iso- 
late our thinking, at the outset, and to re- 
main within restricted boundaries partly 
because basic principles might better be 
revealed and partly because certain com- 
missions and courts have accepted the 
assumptions followed. It is high time, how- 
ever, for someone to face reality and to 
recognize that the doctrine of original cost, 


Accounting,” THE AccounTING Review, 1950, p. 283. 
The inadequacy of the reserve may be the result of in- 
adequate charges against the customers, or an adequate 
reserve may have been built up in part by charges 
against the surplus. In either case, an equitable adjust- 
ment is essential. 

2 Since this article was written, Dean Edward C. 
King of the University of Colorado Law School has 
kindly permitted me to read his testimony presented 
before the Colorado Public Utilities Commission, Case 
12292—An excellent discussion of the problem of infla- 
tion as it effects utilities, and a suggested solution. 
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all by itself, no longer has validity. 

Up until the first World War, original 
cost was favored by the typical public serv- 
ice commission, and in spite of rising 
prices the United States Supreme Court 
did not reject this basis of valuation.” In 
the years that followed, as the price level 
persistently continued to rise, the Smythe 
V. Ames” doctrine came forcefully to the 
front with later modifications, interpreta- 
tions and variations in the doctrine. Many 
public utility commissions accepted the 
new legal view while others were inclined 
to resist the trend. The utilities were quick 
to seize the opportunity to take their prob- 
lems to the courts, and the courts were in- 
clined to over rule the commissions and 
grant relief to the companies, with the re- 
sult that the courts, rather than the legis- 
latures, were formulating valuation prin- 
ciples. The movement in this direction was 
so potent that many felt the courts were 
going beyond the bounds of reason and 
that the utilities were taking an unfair 
advantage of their favorable opportunities 
to harass the public service commissions. 
The trend continued until about a decade 
ago when certain decisions by a revamped 
supreme court reversed the movement,” 
and restored the powers to the commis- 
sions. Some writers have interpreted these 
decisions as endorsing original cost without 
restriction, but the better view is that 
legislatures and commissions may now 
make decisions which in the absence of 
fraud or bad judgement, will not be inter- 
fered with by the courts. 

Owing to the public nature of the utility 
business, and to the tendency for utilities 
to become monopolies, competition may not 


% John Bauer, and Nathaniel Gold, Public Utility 
Valuation, New York 1934, p. 19. 

* 169 U. S. 466 (1898). 

*% Natural Gas Pipe Line Co. of America V. Federal 
Power Commission, 315 U. S. 575 (1942); Colorado In- 
terstate Gas Company V. Federal Power Commission, 
65 Supreme Court Reporter 829 (1945); and Federal 
Power Commission V. Hope Natural Gas Co., 320 U.S. 
591 (1944). 
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be relied upon to determine utility rates, 
It is essential that governmental bodies 
regulate them. The theory underlying this 
regulation should presuppose that utility 
security holders would fare as well under 
regulation as they would under competi- 
tion were utilities non-monopolistic, or as 
industrials do under competitive condi- 
tions, even though, under the circum- 
stances, rigid governmental regulation js 
essential for fair treatment of the public, 
This may be interpreted to mean that 
after due allowance has been made for the 
quality of the investments, and for the de- 
gree of risk, utility security holders should 
not be discriminated against as compared 
with industrials. The government should 
assure utilities of fair treatment while pre- 
venting the monopoly power from injuring 
those who purchase the services. 

With this philosophy of regulation asa 
background, a look at the present problem 
is in order. Utility security holders should 
find themselves in a position comparable 
to those of industrial security holders 
where the quality of the investment, the 
nature of the security, the degree of risk 
and the rapidity of growth, are essentially 
parallel. Bondholders, with contractual 
relations, find themselves basically on a 
par. Stockholders, however, find them- 
selves facing a critical situation. Observa- 
tion of typical industrials, compared with 
typical utilities, shows definitely that the 
utilities have lost ground in the last ten to 
fifteen years. With due allowance for com- 
parable stocks, it is clear that inflationary 
pressures have injured utility stockholders 
to a greater degree than industrial stock- 
holders. Industrial stocks have partly held 
their own, some have even bettered their 
position in the face of rising prices and the 
depreciation of the dollar. Utility stock- 
holders have definitely had a decrease in 
their real incomes far exceeding that of 
industrial stockholders on the average,” 
and far exceeding that of farmers, wage 
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earners and small businesses, over the last 
generation. The rise in the price-level is 
well known, but a careful statistical study 
of this rise and the effect upon the various 
segments of society are reserved for future 
consideration. 

The explanation of the dilemma in which 
the utilities find themselves is not hard to 
find. It is human nature, during a period 
of rising prices, for individuals as producers 
to argue for higher prices, and as con- 
sumers to resist rising prices. We find wage 
earners desiring increased wages and sta- 
ble, or even falling prices. We find pro- 
ducers hoping for prices to rise more rap- 
idy than wages and other costs. Utilities 
especially are marked for attack. Both pro- 
ducers and consumers alike put pressure 
on utilities to continue stable rates. News- 
papers and politicians are insistent that 
utility rates rise slowly or not at all. In 
fact, about all the utilities may expect 
under present typical conditions is to re- 
cover increased operating expenses and a 
return upon a greatly increased plant capac- 
ity. And even here they are on the defen- 
sive to retain a stable net operating income 
per share, owing to the long delays in ob- 
taining recognition for increased rates as 
the price level marches on in an upward 
direction. 

Industrial corporations have long been 
aware that conventional accounting, super- 
imposed upon an original cost philosophy, 
fails to present a reported net income fig- 
ure during an inflationary period which 
measures the real income of the concern. 
Accountants completely understand the 
problem, but on the whole feel it is desira- 
ble to continue on an original cost basis, 
although there are accountants who are 


* “While industrial earnings (adjusted for the value 
of the dollar) have climbed 50% since 1940, utility 
tarnings have fallen off 30%.”’ Newsweek, December 29, 
1952, p. 49. See also Federal Reserve Bulletin, December 
1952, p. 1313; Statistical Bulletin, U. S. Securities and 
Exchange Commission, December, 1952, p. 13; Moody’s 
on of Investments; Standard and Poor’s, Industry 

urveys. 
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charting a course in another direction.”’ 
In any event, corporations have often 
adopted Lifo Inventory methods, acceler- 
ated depreciation, the replacement con- 
cept of depreciation and even index num- 
ber adjustments, with the thought in mind 
of coming closer to measuring net income 
on a more realistic and accurate basis, 
whether within the accounts or by supple- 
mentary information. 

Utility companies are required by law to 
keep their accounts in accordance with the 
doctrine of original cost, and in some in- 
stances even with “original cost” defined 
in a restricted sense. Their reported net 
income may not suggest consideration of 
modified inventory and depreciation meth- 
ods. 

The conclusion to be drawn is that the 
present system of rate regulation in Amer- 
ica, looked upon from all angles, is some- 
what unjust to the utilities and proposals 
for revision are in order. Changes in the 
accounting system may or may not be 
needed, but two distinct alternatives of 
approach suggest themselves. In one a 
restoration of the doctrine of ‘fair value” 
is called for, but this time without the 
abuses of former times and irrespective 
of whether the inflationary pressures are 
ultimately halted. A scientific weighting 
of the original cost and reproduction cost 
elements will be required, difficult as this 
approach to the problem may be. 

In accordance with the second option, 
the commissions should be permitted and 
instructed to make scientific and objective 
adjustments in the allowed rate of return. 
As in the first instance, the intention 
should be to permit an “operating income” 
figure which is at once equitable to the 
public and the utilities. 

Before any satisfactory solution to the 
problem presents itself, a vast amount 


27 George O. May, “Accounting in Time of Price 
Inflation,” The Accountant, October 18, 1952, pp. 442, 
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of research and scientific statistical study 
is called for in order that price level 
changes, consumer index adjustments, con- 
struction cost variations, market rates of 
interest, comparison between the trend of 
earnings and values of industrial and 
utility stocks of the same quality, and with 
the same risks and capital structure, may 
be given full consideration and that the 
measurement of the rea/ income of utilities 
over an extended period of time may ac- 
curately be ascertained. Such a proposal is, 
of course, a challenge of great magnitude, 
but, nevertheless, its accomplishment 
sometime in the future is hoped for. 

In the meantime, it is reasonable to con- 
clude that the Missouri rate base and earn- 
ings formula is definitely a step in the 
right direction, because, at present, it per- 
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mits a needed increase in permitted earn. 
ings of utilities and there is reason for be. 
lieving the Missouri Commission saw this 
need. It is, of course, unfortunate that the 
approach to the problem was not direct, 
and that its justification was not made by 
offering a frank admission of the necessity 
for giving recognition to the inflationary 
pressures. In spite of the awkwardness of 
the suggested procedure the Missouri 
Commission should be congratulated for 
visualizing the need for a change and for 
its courage in acting temporarily to pro- 
duce a more equitable situation. We dis- 
agree, for the most part, with the reason- 
ing advanced for Order No. 38A, but in 
the language of a supreme court justice we 
“concur in the result.” 
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SOME IMPLICATIONS OF THE USE 


OF COMPUTERS IN INDUSTRY* 


M. L. Hurni 
Consultant, General Electric Company 


dustry gives one a wide latitude for a 

talk. I was strongly tempted to get 
together a story on applications to manu- 
facturing punctuated with slides and mo- 
tion pictures. Such a talk would have been 
entertaining and perhaps instructive, al- 
though I am sure you have seen more at 
the Chesterfield cigarette factory than 
could have been derived from a talk. I was 
also tempted to discuss the amazing speed 
and storage capacity of the electronic com- 
puter but in this regard I would, in all 
probability, bring you nothing that you 
already do not know. 

Instead, I have elected to discuss a mat- 
ter that both of these subjects would imply 
and yet avoid. This is the matter of 
eliminating elementary sensing and judg- 
ment work from industry. This applica- 
tion is not electronic alone. In fact, it is 
more the application of the human mind 
aided by the electronic computer to the 
problem of relieving or reducing Industrial 
Complexity. It is from this type of study 
that the wholesale application of electronic 
devices will come to shop and office as it is 
our attempt to rediscover in the jungle of 
detail the basic principles by which a 
business is managed. 

This approach is as yet sufficiently un- 
tried to be controversial and as a con- 
sequence not blessed with a well-rounded 
philosophy. Yet efforts so far made in this 
direction show sufficient promise to re- 
quire the thoughtful consideration of any 
person having interest in Industrial En- 


Te suBJECT of Electronics in In- 


“s Presented at the annual meeting of the American 
aanting Association, Chapel Hill, September 2, 
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deavor. Consequently, I do not bring you 
a well-polished essay. 

All I hope is that some of you will leave 
here a bit disturbed by the increasing 
body of folklore that “Electronics” as 
such is the solution of today’s problem of 
complexity. I hope too that from this feel- 
ing of uneasiness will come a realization 
that the application of “Electronics” and 
particularly the computer is perhaps step 2 
in the process of relieving Industrial 
Complexity and that step 1, the most im- 
portant, is thinking through the process for 
the fundamental concepts by which the 
operation really works. 


THE NEW INDUSTRIAL ERA 


Well-informed, forward thinking in- 
dividuals are in increasing numbers identi- 
fying the present period as the beginning 
of a new industrial era. The significant 
development that they detect is the grow- 
ing possibility that routine sensing and 
judgment work now performed by people 
will be taken over to an important degree 
by machines just as human muscle power 
began to be replaced significantly in the 
present era. If these observations are cor- 
rect, they are particularly significant to us 
as the office as well as the shop will be in- 
volved. 

These observations are based upon the 
following: 

1) The increased use of mechanical, 
electrical and electronic devices of one type 
or another to control the performance of 
some kinds of machines and some kinds of 
processes either in whole or in part. 

2) The application of practical com- 
putational machines to routine clerical 


‘ 
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work where no judgment is required. 

3) The development of methods for re- 
ducing complex problems, such as are en- 
countered in the Industrial operation, to 
terms that the human mind can again 
grasp and understand in their entirety. 

4) The availability of the aforemen- 
tioned computers for use as research tools 
for processing the masses of data that 
may have to be examined in the course of 
reducing the complex problem to its 
simpler form. 

Our interest is more with the latter two 
developments as they concern themselves 
with the knowledge and ability with which 
we can manage a business, an endeavor in 
which accounting has traditionally played 
an important role. 


THE PREMISE OF THE METHOD 


Operational patterns can be discovered from 
business data 


The method is based upon the premise 
that many of our businesses have sufficient 
maturity for stable operational patterns to 
have evolved. It is further maintained that 
from these patterns there may be discerned 
the basic principles by which the business 
can be governed. It is further observed 
that these patterns and principles can be 
ascertained by the accumulation, study 
and evaluation of the right kind of business 
data. 


These patierns can be quantitized 


The ultimate expectation is that these 
principles can be quantitized and ex- 
pressed mathematically. When this end is 
attained, it should then be possible for a 
computational machine to take over and, 
operating in accordance with the desired 
mathematical expression, sense deviations 
and indicate or even take action. 

There is already available a considerable 
body of techniques for the study and 
evaluation of data that has had consider- 
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able practical application in the scientific 
field so that in this respect these heralds of 
the new era may well have their predic. 
tions based upon a solid foundation in fact. 


PRACTICAL PROBLEMS INCIDENT 
TO THE PREMISE 


The magnitude of the data handling problem 


However, as you people know even bet. 
ter than I, the accumulated data in a 
business operation is not only of great 
variety but also extensive in detail. It is 
one kind of a problem to perform an opera- 
tion on a small quantity of data and 
another problem altogether to perform the 
same operation on a great quantity. By 
manual methods the latter problem may 
become prohibitive both in manpower and 
time. We may often see what we should do 
but must pass it by for lack of means for 
doing the routine work. 

As important then as the methods is the 
fact that practical aids are already avail- 
able for doing this work in the computing 
machine. 


Other Difficulties in Realization 


Based on the availability of methods and 
mechanics it would seem that the new era 
could well be just around the corner. I do 
not believe this to be the case for at least 
two reasons, despite what it says in the 
business magazines: 

1) In the first place, the data on In 
dustrial Operations is so massive that it is 
a common practice to consolidate it in ac- 
cordance with the concepts of its useful- 
ness that exist at a given time. All too 
frequently these consolidations do not 
provide the data in the form needed to 
discover the basic principles that are 
sought. Of course, the raw data from 
which these consolidations were made has 
long since been destroyed because of its 
bulk. 

All too frequently the data that has been 
collected in the past has been strictly 
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limited to the measurement of over-all re- 
sults and is not suited for the determina- 
tion of causes and effects which is what are 
sought when principles are to be dis- 
cerned. As examples, it is usually not too 
dir.cu't to obtain historical sales billed 
figures in dollars but it is usually next to 
impossible to obtain sales or orders figures 
in units of product by really significant 
product classifications and harder yet to 
obtain historical data on manufacturing 
schedules. In many cases these data must 
be developed after the need has been ascer- 
tained and they must have sufficient con- 
tinuity to give an accurate representation 
of the situation. Estimations and opinions 
drawn from such data as happen to be 
around is not enough. 

This fact, which may permit everyone 
to relax a little presents a challenge to the 
accountant in his traditional role as the 
oficial steward of business data. He must 
be awake to the fact that data will be re- 
quested that is outside the established 
framework of the accounting concept and 
he may also be asked increasingly to keep 
data in more general forms than he has 
been accustomed in the past. 

2) The second factor that will impede 
the quick realization of these expectations 
is the ability of people to conceive of the 
patterns of an entire business at one time. 
The use of methods and the processing of 
data depend first upon the ability of 
people to develop hypothesis about the 
business from their daily contact with it. 
Out of working with these ideas come the 
concepts and principles. For example, 
statistical quality control is fairly well 
established as an inspection method. In 
fact, in some kinds of industries where the 
sensing or measuring function is easily 
mechanized, electronic computers are now 
taking over the job. The same techniques 
are now being applied experimentally in 
some places to production and inventory 
control and probably soon to the organiza- 
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tion of certain kinds of distribution sys- 
tems. 


Examples of Why the Computer Alone is 
Not the Answer 


To illustrate some of the observations I 
have been making, I would like to cite a 
few specific examples. 

1) Computer cost, size and complexity are 
often determining factors. This first illus- 
tration is concerned with the reduction in 
computer size as a result of first finding a 
basic principle behind an operation and 
using it rather than the existing procedure 
for the computer program. In the opera- 
tion in question, there is manufactured a 
dozen models or styles of a product. The 
basic method of distribution of this line of 
products is through retailers who order 
direct in small or medium-sized lots. 

In the factory there had been developed 
the idea of an economical lot size for manu- 
facturing. Obviously, the size of individual 
orders seldom if ever matched the quan- 
tity in an economical lot so there resulted 
a sizeable problem of adjusting individual 
orders upward or downward and of main- 
taining explanatory correspondence with 
the sales outlets. 

As a consequence of the labor and time 
involved in preparing and confirming 
schedules, there resulted an inherent in- 
flexibility in the operation. In fact, the lead 
time to prepare a schedule was substan- 
tially longer than the actual manufacturing 
time. As a consequence the factory was in- 
capable of taking advantage of short-term 
upward swings in orders as might result 
from a retailer underestimating the Christ- 


- mas rush sales. 


The inherent speed of a computing ma- 


-chine seemed to offer a ready-made solu- 


tion. Contrary to expectations it was dis- 
covered that the machine offered no 
economies because of its size and the labor 
still required to feed it information. In 
addition the same number of people were 
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still required to correspond with the re- 
tailers. Finally, someone awakened to the 
obvious fact that all retailers were ordering 
the same models and regardless of the size 
of individual orders in total, there were 
large quantities of each model on order at 
any time. The question of economic lot 
sizes consisted then of one adjustment per 
schedule per model rather than as many 
adjustments as there were orders. The 
only two problems were those of scram- 
bling orders first to get total quantities by 
model and then unscrambling them so that 
proper quantities of each model were 
shipped in the individual retailers order. 
This turned out to be a very simple com- 
puter job. In addition, following this pro- 
cedure individual orders could be filled 
precisely and explanatory correspondence 
was no longer required. As you can see, de- 
termining the nature of what was really 
needed first, improved performance on 
several fronts. In effect, the cure for the 
complexity was found whereas at first a 
palliative in the form of a computer had 
been sought. 

It must also be admitted that if the op- 
eration was not too massive, the need for 
the computer itself might well be elimi- 
nated. In fact, the computer solved little 
of this problem, people finding principles 
did. The computer was the second step not 
the first. 

2) Computer may not be used at maximum 
efficiency without Thinking Through. This 
second example is also a_ production 
scheduling problem. I like these kinds of 
examples as we are all too prone to run a 
business from over-all dollar figures. These 
are quite frequently after the fact meas- 
ures of performance. The factors that make 
these figures what they are apt to be in 
the incoming order rates by significant 
product families, individual product manu- 
facturing schedules, output performance 
by model against the schedule, etc. These 
humble figures, all too frequently transi- 
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tory in nature, often generated in large 
sheets of yellow manila paper, are the real 
living nerve pulses of the industrial com- 
munication system. It is in getting these 
kinds of things out in the open and com- 
paring them with other related data or 
with goals and objectives originally set 
that we begin to get at the heart of the 
problem of complexity. 

To get back to the illustration, many 
businesses around our country may manu- 
facture and sell from fifty to several 
thousand models of a particular kind of 
product. Quite frequently there is some 
degree of relationship among models that 
results in the common usage of parts. In 
spite of this relationship, it is not un- 
common to be required to make and 
account for from several thousand to pos- 
sibly twenty or thirty thousand parts. To 
relate these parts to a sales forecast or to 
the day-by-day sales tactics is another 
chore of equal magnitude, usually never as 
well done. A typical solution of the first 
problem is the use of a punched card com- 
puter for determining parts and material 
requirements. It is common practice to 
carefully devise cards that note the model 
numbers using a specific part. With this 
array of cards it is possible to summarize 
the parts requirements for a given schedule 
by passing these cards and another set for 
the specific quantities of each model in a 
given schedule through the machine. 

Having done this, it is then ascertained 
if it is possible to manufacture these 
quantities of pieces or not based upon the 
availability of labor, machines and mate- 
rial. Unfortunately, at this point, the 
orders have in all probability been taken 
and commitments to customers made s0 
that we exercise after the fact control ina 
variety of forms including extended ship- 
ment, overtime work, premium material 
purchases, etc. 

We much less frequently carry our 
thinking through to the point when we 
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utilize the reverse process, e.g., given a 
certain parts program, what models and in 
what volume mix can we make, largely be- 
cause the concept that parts are related to 
groups of models may be difficult to con- 
ceive and secondly because setting down 
the specific quantitative relations that 
exist while not difficult may be quite tedi- 
ous and time-consuming. Yet this reverse 
process would provide before the fact con- 
trol in that it would tell what orders could 
be taken in keeping with a shop program 
for parts before or while commitments 
were being made. 

This type of control can be carried 
farther yet. If the marketing manager is 
not satisfied with this array of models, it 
can also be determined specifically what 
other parts, or what added or reduced 
quantities of parts already in the program 
would be required to meet his desires or 
immediate tactics within the existing shop 
capabilities. The machine is capable of this 
type of synthesis if it is assisted by people 
who will think through what the factors 
are that they need to know in order to run 
an operation. In this particular case two 
specific research projects must be com- 
pleted. 

a. The relation of each specific model 
to parts in order to identify the model with 
the part and the quantity of the part used 
for this model. 

b. The relation of the part to all models 
using the part, which can be further syn- 
thesized into groups of parts used com- 
monly across identifiable groups of models. 

The point is that the machine is not 
only capable of doing routine work but 
where necessary it is capable of digesting 
the data to form controlling conclusions 
as the one suggested above. 


THE NATURE OF THE METHOD 


I hope these examples have indicated 
the possibility of getting greater or more 
meaningful output from a given machine 
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or the possibility of obtaining a given kind 
of output from a less elaborate machine by 
first thinking through the results to be ob- 
tained and the process by which they can 
be obtained. 

These examples were intended to infer 
method without specifically describing what 
method is except as a process of thinking. 
I hope too that they infer the corollary that 
machines do not develop methods for 
themselves nor do they develop internal 
circuits for solving situations most ex- 
peditiously based upon their exposure to 
data. It is in the latter respect that: 
methodology must be the working partner 
of the computer if the goals of eliminating 
elementary sensing and judgment work 
are to be achieved. 

To describe the available methods in the 
report would be an impossible task from 
the standpoint of time and also because 
of my own limited knowledge. At best the 
nature of the techniques can only be 
hinted at in the hope that they will stimu- 
late an interest in further individual study. 


Factual concepts 


To begin with, there is the notion of ob- 
taining factual concepts about the business 
as that portion under study that can be 
fitted together into patterns, two such 
isolated factual concepts were stated in 
the two previous examples. 

1) The fact that the total of orders re- 
ceived at the factory was less variable than 
the individual orders from specific dealers. 

2) The fact that the use of parts is suffi- 
ciently logical to associate a given group of 
parts with a derived and logically as- 
sociated group of finished models. 

In both these situations it was essential 
not just to assume this situation existed 
but to determine rigorously that it did 
exist and to state explicitly, for example, 
what parts are related to what models and 
how. 

Other simple isolated concepts include: 
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1) That a working constancy exists in 
the distribution of the total volume of or- 
ders by either dollars or units of product, 
among product lines and within product 
lines by specific models, that can form a 
working base for planned operations. 

2) That the variation in order rate over 
a period of time for a particular model or 
group of models is or is not sufficiently 
constant to merit consideration of the cost 
saving concept of fixed output for long 
periods of time. 

3) That a discernible order exists for 
profitability by markets, by products, by 
model within product lines that can be 
used to determine marketing tactics and 
manufacturing logistics. 

4) That order exists in parts and mate- 
rials required for a given operation when 
they are classified by value from which can 
be developed a simplified procedure for 
ordering and inventory control. 

This list could be extended to great 
length but these few illustrations should 
serve the purpose. In a great many in- 
stances people have some vague notions 
about these things but they are usually not 
sufficiently precise for clean-cut explana- 
tions for all levels within the organization 
much less so for the establishment of auto- 
matic means for doing routine judgment 
and sensing work. 


The computer as an aid to obtaining factual 
concepts 


The basic problem is not the lack of 
desire, or appreciation for need of such con- 
cepts but the almost insurmountable 
difficulty of processing the data to prove 
in the concept. Any one single operation is 
simple; it is sheer volume that has made 
testing and proving prohibitive. 

Now the computer and particularly the 
electronic computer gives us a new oppor- 
tunity to look at these concepts, to process 
the data and obtain meaningful answers in 
reasonable time. I know no better way to 
say it than that the thinking through proc- 
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ess and the computer are of necessity 
twins. 


Relating one concept to another 


Depending somewhat upon the com. 
plexity of the business, the availability of 
these precisely stated concepts opens 
another area of methods leading to clearer 
understanding of the business. This area 
is found in the relationship of one concept 
to another. The prospect of an ordered dis- 
tribution of volume leads to the notion of 
dividing the shop in two, a highly special- 
ized factory for high volume items, a gen- 
eral shop for low. The possibility of a fixed 
schedule to the notion of setting up the 
shop on a mathematically optimized basis 
because the length of time it can operate 
that way is worth the effort, etc. 

For many of these relationships a sub- 
stantial body of mathematical method is 
available. Curiously enough, in itself this 
mathematics is useless for our problem. 
Much of it has been lying around unheeded 
for a long time. It becomes a useful tool 
only after data and concepts are available. 


Stating relations in numbers 


By using this mathematics a beginning 
can be made for stating the concepts or 
rules in the precise language of numbers. 
These rules then become the reference 
against which the computer can work asa 
routine sensing or judgment mechanism. 
They can also become the references 
against which people may do further 
planning. 

There is no question that this is an 
over-simplification of the case. Quite fre- 
quently one finds that possibly 75 to 95% 
of the data are in strict agreement with the 
concept but the remainder isn’t. 

Now one approach is to literally sepa- 
rate the two portions. This is frequently 
done now in manufacturing. That portion 
that can be operated with a high degree of 
automaticity is set up that way, the bal- 
ance is a job shop. This permits the 
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focusing of the proper kind of attention in 
each area and applies to the control proc- 
esses as well as to the handling of physical 
materials. 

The other approach, applicable where 
the operation is stable or mature, is the 
use of statistical analysis and probability 
theory to rationalize these troublesome 
areas. 


Optimizing mathematics for the whole 


Way out along the line, the professional 
mathematician has in store for us another 
type of technique. 

In thinking through a business in the 
manner I am describing with broad 
strokes, we arrive at the idea of relation- 
ships between one isolated concept and 
another. There inevitably follows the 
further feeling that the job is not done 
until all these individual relations have 
been tied together into one over-all op- 
timized system. This in effect becomes a 
massive problem of the simultaneous 
solution of a great many multivariable 
equations. It is of this concept and the 
solution of the resultant equations that the 
professional mathematicians are now writ- 
ing extensively but in abstract form be- 
cause the union has not yet been made 
between business and these people. 

This methodology and the availability 
of the computer for mass computations 
indicate that for the future it may be 
entirely feasible to design a business 
operation in much the same manner that 
we design mechanical and electrical ap- 
paratus. It also indicates that those com- 
mentators on the Industrial scene who 
speak of the elimination of routine sensing 
and judgment work from Industry may 
not only be right but extremely conserva- 
tive. 


EXAMPLES OF DEVELOPING CONCEPTS 


I have indicated earlier that it is too 
much to expect these things to occur 
quickly. We are really at the beginning 
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of the concept making phase of this en- 
deavor. It therefore seems appropriate to 
outline several elementary concept-making 
illustrations. The first illustration will con- 
cern the concept of optimization. The 
second will be concerned with finding and 
using a pattern for the direction of a 
business. 


A concept of optimization 


This first example is rather well known 
as the Railroad Waybill Problem. It has 
may other applications throughout In- 
dustry. As I understand it, the practice 
has been to examine all waybills for de- 
termining the accuracy of charges from 
foreign roads. This requires a large clerical 
force and the question naturally arises 
if the cost of the detail checking of a 
specific waybill is not greater than the 
profit resulting. Is it really more profitable 
to accept billing or credits from other 
roads without check and if so, what quan- 
tity and what size of bills should be in- 
spected to strike a balance between cost 
and profit from so doing? 

We have here a problem of equating the 
gains from more detailed checking against 
the cost of checking plus the losses that 
result from errors not corrected because no 
check was made. 

Of course there is first the inevitable 
problem in which data must be evaluated 
in a particular way. 

1) We must first make a good appraisal 
of how much the company will gain by 
increasing the accuracy of its information 
by an arbitrarily selected unit of measure. 

2) We must make a good estimate of the 
cost of increasing accuracy by this one 
same unit of measure. 

3) We must make a good estimate of the 
losses resulted from uncorrected errors in 
decreasing the accuracy by one unit of the 
same measure. 

This per unit concept is not new in engi- 
neering and scientific circles. It is much 
less common in managerial circles as a 
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means for measurement or as an analytical 
tool. 

We then have the notion that the larger 
the samples we examine the more return 
or profit we get as a result of correcting 
errors balanced by the increased cost. Con- 
trariwise, if we examine less bills we have 
less cost but possibly less profit as a result 
of uncorrected errors. 

Now in a great many cases it can be 
shown statistically that the accuracy of an 
estimate, which this is, is proportional to 
the square root of the sample size. Let us 
say we test this assumption against our 
accumulated data. If such is the case we 
have a means for stating the expected 
losses by an expression like KC;/+/n where 
C; is the loss resulting from employing one 
unit less of accuracy and m is the sample 
size. K is a guessing factor, an appraisal of 
the accuracy of the data. Usually in prob- 
lems like this the value of K is of secondary 
importance. Please accept this as demon- 
strable fact. If we say C; is the cost of 
taking one more unit of samples our total 
debits are Cin+ KC;/+/n and our problem 
is*to make this expression a minimum. If 
we solve this problem either by hammer 
and tongs methods or by the calculus of 
variations the value of » that most likely 
satisfies the condition will be 


This illustration shows three things: 

1) A little more specific idea of the kind 
of data and the kind of data processing re- 
quired 

2) It introduces the idea of relating one 
set of data against another 

3) It proposes several mathematical 
techniques for arriving more quickly and 
logically at the answer. 

The answer is strange too. Less accurate 
work is more profitable—but only up to a 
point. 
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A concept of the nature of a business 

The last example is much more prosaic, 
It might well be called an illustration of 
accounting for increased earnings. This 
work was done by a national wholesale 
distributor of hardware and small electrical 
and mechanical equipment. This firm 
processes about 2,000,000 orders a year 
having an average value of about ten 
dollars each. They carry about 10,000 
specific items manufactured by about 500 
firms. The earnings were low, their yield 
per salesman low and their distribution 
and warehousing costs high. 

Having exhausted traditional methods, 
the management finally asked itself if it 
was really managing the business or if the 
business was managing them. By some 
method of self-examination they finally 
concluded that they knew too little about 
this complicated business to really manage 
it so they started to find out what the 
nature of the business was by examining 
the available data. 

They found this: 

1) That of the 500 manufacturers whose 
products they distributed 73% of their 
volume and 92% of their profit was made 
on the products of approximately 50 manu- 
facturers. 

2) That they were not making equal 
profit from all products in the 50 most 
profitable lines. 

3) That on certain products the flow of 
orders from particular classes of dealers 
was fairly constant either year around or 
seasonally. 

4) That the complexion of vendors and 
outlets that could be classified as most 
profitable changed slowly over the period 
for which historical data was available but 
that the change between the complexion 
for the earliest data and the latest was 
quite marked. 

From this evolved a new policy of: 

1) Aggressively selling the now known 
profitable items and passively accepting 


orde 

2 
that 
to 

thei 

3 
orde 

des 
dem 
rate 

4 
abil 
of ¢ 
of p 

sul 
des] 
pri 

est 
exa 
fro 
trib 
3 doi 
ger 

abi 
we 
for 

wit 

ni = (=) 

the 

req 
inte 
con 
in 

co 

cap 

to 

ple 

giv 

pro 
of ¢ 

ma 


OSaic, 
ion of 
This 
lesale 
“trical 

firm 
year 
t ten 
0,000 
it 500 
yield 
ution 


thods, 
f if it 
if the 
some 
inally 
about 
anage 
the 
nining 


whose 
their 
made 
manu- 


equal 


most 


low of 
lealers 
ind or 


rs and 

most 
period 
le but 
lexion 
st was 


cnown 
epting 


orders for others. 

2) Of aggressive solicitation of vendors 
that had profitable lines with a program 
to demonstrate the advantages of using 
their wholesale sales force. 

3) Flowing supplies without specific 
order paper to a certain selected group of 
dealers whose orders for specific products 
demonstrated a sufficient constancy of 
rate. 

4) Periodic evaluation of the profit 
ability of all vendor lines for the detection 
of drift that might necessitate a revision 
of policy. 

Here we have a somewhat different re- 
sult, a concept of how to run a business 
despite its inherent complexity. This is the 
prime consideration; of almost equal inter- 
est is the problem of data processing. Our 
example involves 10,000 specific items 
from 500 different manufacturers dis- 
tributed in 2,000,000 lots. The prospect of 
doing this kind of work manually is stag- 
gering. With the computer it becomes 
feasible. 


CONCLUSIONS 


An obvious conclusion from the avail- 
ability of these methods and tools is that 
we have at hand for the taking the means 
for rediscovering the simplifying principles 
within large business structures provided 
we have the will and perseverance to use 
them. The task is not an easy one as it 
requires thought and painstaking research 
into the operation itself. 

As a corollary, it is safe to say that the 
computer and other electronic apparatus 
in itself will not provide these simplifying 
concepts. The inherent speed and storage 
capacity of such apparatus will permit us 
to live a little longer with increasing com- 
plexity, in fact to tolerate more of it for a 
given cost but in themselves they will not 
provide the principles for the management 
of a large business that came almost auto- 
matically to the owner of the small shop. 
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These must be obtained by the mind aided 
by the computer. 

As to the effect of these things upon the 
skills we have acquired as individuals and 
on the status and prerogatives that have 
come to be associated with our work, it is 
more difficult to arrive at conclusions. For 
the present it is perhaps safest to say that 
we have an opportunity to climb to a new 
plateau of knowledge and facility in man- 
aging complex operations. A great deal of 
what happens to our traditional areas of 
work will depend on our collective will as 
accountants or industrial engineers to step 
up and get our hands dirty. 

One senses that these things will tend to 
knit the traditional functional areas of 
business closer together. Whether this will 
result in knocking the traditional func- 
tional barriers down or merely result in 
their relocation is difficult to say. 

Unquestionably other disciplines will be 
included in the management team. The 
professional mathematician will unques- 
tionably enter the picture. Whether these 
skills will be absorbed by accountants, let 
us say, or whether they will result in 
another functional area is difficult to say. 

To prepare ourselves for these things it 
seems essential, therefore, that we not 
only educate ourselves and teach others 
the casuistry of the past and present but 
that we also lay emphasis upon the specu- 
lative aspects of this new era and the re- 
examination of our present philosophy and 
methods that must result. We must call 
attention to the fact that all problems are 
not adequately solved by our present 
methods and to the necessity of looking 
behind the obvious and the established for 
relations apparently disconnected and for 
similitude in things to our present view un- 
like. We may do this, secure in the knowl- 
edge that tools and methods are now 
available for making such speculative re- 
search fruitful in increased understanding 
and rediscovered simplicity. 


ANNOUNCEMENT: COMMITTEE ON 
STANDARDS OF ACCOUNTING 


INSTRUCTION 


RuFus WIXxon, Chairman 


HE FINAL REPORT of the Standards 
Rating Committee was published in 
the January, 1954, AccoUNTING RE- 
view. The committee’s report resulted 
from five years of study and with the 
submission of the report the activities of 
this particular committee ceased. 

At the time of submitting its final report, 
the Standards Rating Committee also 
made certain recommendations to the 
Executive Committee. One of these was 
that a sufficient number of reprints be pre- 
pared for direct mailing purposes. This 
recommendation has been carried out and 
the report has been widely circulated. 
Three thousand copies have been mailed 
to university and college presidents, deans, 
department heads, officers and committee- 
men of all national and state accounting 
societies, state boards of examiners, and 
members of the Commission on Standards 
of Education and Experience for C.P.A.s. 

Another recommendation was that a 
standing committee of the Association be 
authorized to carry forward the work of 
standards rating. This, too, has been fol- 
lowed. The present committee is the Com- 
mittee of Standards of Accounting In- 
struction, a task committee of the Joint 
Committee on Education. This committee 
is authorized to offer its services on a 


voluntary basis to educational institutions 
for the purpose of advising or appraising 
programs in accounting. Any administra- 
tive officer or teacher of accounting desir- 
ing such service should direct his request 
to Rufus Wixon, Chairman of the Com- 
mittee on Standards of Accounting In- 
struction, Wharton School of Finance and 
Commerce, University of Pennsylvania, 
Philadelphia 4, Pennsylvania. 

The services of this committee are also 
available to examining boards who may 
desire information relative to accounting 
education. 

The Association has six other task com- 
mittees working in specific areas of educa- 
tion. These are CPA Examinations, In- 
ternal Auditing, Faculty Residency and 
Internship Programs, Selection of Person- 
nel, Visual Aids, and National Income Ac- 
counting. All of these committees are de- 
sirous of being of service to those who 
have questions concerning accounting edu- 
cation. Inquiries may be directed to the 
chairmen of the various committees. These 
men are listed on the inside back cover 
page of THE ACCOUNTING REVIEW. If un- 
certain as to which committee chairman 
to direct a question, submit it to Professor 
Wixon who will serve as a clearing point to 
direct questions to the proper committee. 
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A YIELD FORMULA FOR IRREGULAR 


INSTALLMENT PAYMENTS 


RALPH W. SNYDER 
Geo. S. Olive & Co. 


ematics of finance is the present 

valuation of future payments. 
When they take the form of an annuity of 
C every period for m periods, we have the 
concise formula P=C(1—v")/i, which may 
be expanded in an elementary series. If 
there is only one future payment, the for- 
mula is even simpler, P=Cv", and the se- 
ries is quite as elementary. 

But suppose the payments are not all 
for the same amount. If the variations 
follow some law, there is still a formula to 
be had but it becomes more complex. In 
this class fall increasing, decreasing, and 
deferred annuities, bonds and serial bonds, 
and “balloon note” and “drop payment” 
installment finance deals. In other cases, 


| FUNDAMENTAL problem in the math- 


Cym (m+ 1) 
t 


or a single future sum. 

It is proposed here to derive an approxi- 
mation formula for the rate of interest in 
the general case of future repayments of a 
present indebtedness, whether they be 
many or one, equal or unequal. And when 
we have obtained such a formula, we shall 
find that it includes both the annuity and 
single payment formulas as special cases. 

If we have future payments C,, C2, Cs, 

- ++, C,, due at intervals m, m2, 3,---, 
m,, the present value of each payment is 


Py = Cyv™, P2 = 
P3=C3v", P,=C,v™, 
where v*=(1+7)-". The sum of all the 


P’sis the present value of all the payments. 
By expanding each v", we have: 


Cim(m+ 1) (m+ 2) 


P; = C3- + 


6 
Con2(n2+ 1) Com2(n2+ 1) (m2+2) 
2 6 
Cyng(ng+ 1) p_ jo... 


+ 
about the only description that fits is: not 
all payments are equal. 

For problems in which the interest rate 
iis unknown, close approximation formu- 


Cyne (e+ 1) 
i 


Cem m+ 1) (me+2) 


6 


We now add the terms of the foregoing 
set of series vertically and arrive at the 
following general series for the present 
value P of all the future payments: 


(1) P= 


las have been developed where the repay- 


ment is a simple equal installment annuity, 


>Cn(n+ 1) _3 >Cn(n+1)(n+2) 
2 
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1 Stelson and Snyder, THE AccountiInG REVIEW, 
October, 1953, p. 554. 
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in which >°C means the sum of the C’s, 
that is, of the several payments Ci, Cz, 
C3, +--+, Cx; means the sum of the 
products of each C times the number of 
periods to its due date; Cn(n+1) 
means the sum of each C times its ” times 
(n+ 1); etc.? 

For purposes of developing a formula 
for the rate, we derive a more convergent 
“{ndirect”’ series from (1) as follows: 

Let J equal the total interest growth 
over the term of the debt; in symbols, 
I= >°C—P. Using I instead of 
in (1), and dividing by i >>Cn, we get 

I Binge 
i>°Cn 2>°Cn 
+i 
6>°Cn 
Upon inverting both members of this 
equation, and making the actual division 


of the right member into 1, we reach the 
indirect series: 
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which I shall explain presently. 

Before deriving the additional formulas 
from (4), let us see how (4) reduces to the 
special cases of the straight annuity and 
the single payment. 

In the expression }°Cn, if C is a con. 
stant, it can be taken outside the summa. 
tion sign, and we write C> om. >-n, when 
the n’s are the integers 1, 2, 3,---,% 
may be simply restated in terms of the 
largest m of the series: 


n(n+1) 


which is read, “The sum of the integers 
from 1 to equals m(m+1)/2.” Similarly, 


n(n-+1)(n+ 2) 
= 
and 
n(n-+-1)(n+2)(n+3) 
Lin(n+1)(n+2) = 


Accordingly, when the C’s are equal and 


(2) E i+ 


By retaining two terms on the right side 
of this series and solving for 7, we obtain a 
fair approximation, which may be desig- 
nated as 72 to show that it is found by using 
two terms of the series. If we include the 
third term from (2) and follow the prin- 
ciple of replacing an unknown by its first 
approximation, we get a much closer value 
is. 

These two results are shown in Table 1 
as formulas (3) and (4). 

Table 1 shows two additional formulas 


? The parallel derivation of the very similar series in 
powers of (iv), the discount rate, (#2)=2/(1+i), was 
shown by Richard A. Byerly, ACCOUNTING RE- 
view, September, 1941, p. 281. 

* See Stelson and Snyder, loc. cit., for application of 


this method to all the fundamental functions and the 
single bond function. There the indirect series are 
differently derived, but otherwise the development is 
the same. 


2>°Cn 


equidistant, that is, when we have a sim- 
ple annuity, formula (4) reduces to 
I 
Cn(n+1) I(nm+2) I(n+2)(n—1) 


which is one of the approximations re- 
ferred to above.‘ 

Again, if we set all C’s except one equal 
to zero, (4) reduces to the other approx- 
mation referred to, that is, to the rate in 
the problem of a single future payment# 


I 
Iin+1) 
és 
2 12 


(7)ia= 


iy 


(3) a= 


For those problems in which, although 
4 Stelson and Snyder, loc. cit., formulas (10) and (16). 
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Yield Formula for Irregular Installment Payments 


TABLE 1 
ForMULAS FOR i IN GENERAL INSTALLMENT PAYMENT PROBLEMS 


I 
I >°Cn(n+1) 
2>°Cn 


I 


(4) is= 
> 


2>°Cn 


te 


2>0Cn 6> Cn 


| Approximate form of (4)—For minor inequalities among the C’s 


I 


Cn 


2>°Cn 


2>°Cn 


8> Cn 


Approximate form of (5) 


I 


I>“Cn(n+1) I> °Cn(n+1) ot 


| 2>°Cn 


2>°Cn 12 


12 


the C’s are not equal, the inequalities 
among them are few and minor, a modifi- 
cation of formula (4) can be obtained, in 
which }°Cn(n+1)(n+2) in the third term 
of the denominator is eliminated, and in its 
stead we use > Cn(m—1). This somewhat 
simpler form is achieved by following 
through the reduction of the third term 
of (4) to the third term of (7) when the 
C’s are equal. That is, 


> n(n+1)(n+2) 


(nt 2)(n+3) _ (n+-2) (n—1) 
9 12 


it can then be shown that 
(n+2) (n—1) Yin(n+1) Son(n—1) 
3 8 >on 


Snyder, Taz AccountING REVIEW, July, 1953, p. 
413, where this formula is treated solely as a serial bond 
yield formula, 


If now we put C back under the summa- 
tion sign, thus allowing it to vary from 
period to period, we have 


>-Cn(n—1) 
2>°Cn 8>°Cn 


as a replacement for the coefficient of #2 in 
(4), a substitution which is strictly true 
only when C is constant, but which is a 
good approximation over a considerable 
field of problems in which the variation 
among the C’s is not too great. 

The modified formula, using the simpler 
third term, is shown as (5) in Table 1. 

Still another modification is possible: 
replacement of the second factor in the 
third term of (5) with the factor (n—1)/12, 
which gives us formula (6). 

We have, then, a tier of three formulas: 


(4)—Very close and quite general; 
(5)—Very close for minor inequalities among 
the C’s; close for medium inequalities; 
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(6)—Very close for very minor inequalities 
among the C’s. 

We shall postpone consideration of an 
expression for the error in our formulas 
until we have tried them out in some prob- 
lems. 

Because there are apt to be more pay- 
ments that are equal and equidistant than 
otherwise in problems on installment re- 
payments, computations with formulas 
(4), (5), and (6) can usually be consider- 
ably shortened by use of a permanent table 
of sum-factors. Instead of a separate cal- 


culation of every C times its n, or its 
n(n+1), or m(m+1)(m+2), a sum-factor 
from the table is applied once to the cop. 
stant (equal) C, with whatever additional 
calculations are necessary for any (’s 
which differ in amount and/or time inter. 
val from the majority. 

Table 2 is such a table, showing sums 
and double sums for m, m(m+1), and 
n(n+1)(m+2) for the integral values n=] 
to m=30. The double sums are merely 
sums of the sums. Thus, for n=10, 
>-n=55 is the sum of the first ten num. 


TABLE 2 


TABLE OF SuM-FACTORS 


0 0 | 0 0 0 0 0 o | 0 
1 | 1 | 1 2 2 2 6 6 | 6 
2} 3] 4 6 8 10 24 30 36 
3} 6) 10} 12 20 30 60 90 126 
4/ 10| 20] 20 40 70 120 210 336 
5} 15| 35] 30 70 140 210 420 756 
6| 42 252 336 756 1,512 
| 
7| 28 84] 56 168 420 5 1,260 2,772 
8| 36| 120] 72 240 660 720 1,980 | 4,752 
9| 45] 165] 90 330 990 990 2,970 7,722 
10) 55| 220] 110 | 440 1,430 1,320 4,290 | 12,012 
11} 66| 286] 132 | 572 2,002 1,716 | 6,006 | 18,018 | 
12| 78| 364] 156 728 2,730 2,184 | 8,190 | 26,208 | 
13| 91] 455] 182 910 3,640 2,730 | 10,920 | 37, 128 
14/105} 560] 210 1,120 4,760 3,360 | 14,280 51,408 
15| 120] 680] 240 1,360 | 6,120 4,080 18,360 | 69,768 
16 | 136} 816] 272 1,632 | 7,752 4,896 23,256 | 93,024 | 
17 | 153} 969] 306 1,938 | 9,690 5,814 29,070 | 122,009 
18 | 171} 1,140] 342 2,280 11,970 6,840 35,910 | 158,004 
19 | 190 | 1,330] 380 | 2,660 14,630 7,980 43,890 | 201,84 | 
20 | 210 | 1,540] 420 | 3,080 | 17,710 9,240 53,130 | 255,024 | 
21 | 231 | 1,771] 462 | 3,542 21,252 10,626 63,756 318,780 
22 | 253 | 2,024] 506 | 4,048 25,300 12,144 75,900 304,680 | 
23 | 276 | 2,300 | 552 4, | 29,900 13,800 89,700 | 484, 380 
24 | 300 | 2,600 | 600 5,200 | 35,100 15,600 105,300 | 589,680 
25 | 325 | 2,925] 650 | 5,850 | 40,950 17,550 122,850 712,530 
26 | 351 | 3,276 | 702 6,552 47, 502 19,656 142, 506 855,036 | 
| | | 
27 | 378 | 3,654 | 756 7,308 | 54,810 21,924 | 164,430 1,019, 466 
28 | 406 | 4,060} 812 | 8,120 | 62,930 24,360 | 188,790 1,208 , 256 
29 | 435 | 4,495] 870 | 8,900 | 71,920 26,970 | 215,760 | 1,424,016 
30 | 465 | 4,960 | 930 | 9,920 81,840 29,760 245,520 | 1,669,536 | 
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bers in the first column; >> >> m= 220 is the 
sum of the first ten numbers in the second 
column. 

Formula (5) calls for > n(m—1), but 
this summation need not be separately 
shown, since n(m— 1) is the same as n(n+ 1) 
st back one line. Thus for n=10, 
La(n+1) is 440, and >-n(n—1) is 330, 
one line above. 

The double summations can be used in 
increasing and decreasing annuity prob- 
lems, also in serial bond problems where 
there are retirements every period. 


EXAMPLES 


We shall now find the interest rate in 
examples which will both indicate the ac- 
curacy of our formulas and serve as exer- 
cises in the application of Table 2 to spe- 
cific problems. Since serial bonds constitute 
arather special field, they will not be dis- 
cussed in this paper. 

Example 1. We take first a “balloon 
note” deal: eleven monthly payments of 
$125 and a twelfth of $1,925; net proceeds 
$3,000. Here J= }>C—P=3,300—3,000 
=300, and m=12. Although not necessary, 
it is convenient to regard the repayments 
as 12 of $125 plus an additional amount of 
$1,800 due with the twelfth $125. Table 
3 shows in some detail the computations 
by the three formulas for is. 

The first sum-factor for 125 as shown in 
Table 3, namely 78, is from Table 2 at 
line 12, second column; the second factor, 
728, is on the same line, fifth column; the 
third factor, 572, is from the fifth column 
set back one line; and the fourth factor, 


*Stelson and Snyder, loc. cit., formula (18): 


I 
p(n+1) p(m®—1) . 


In the example, C=1,800; p=3,000—1,800=1,200; 
n=12; c=125; T=cn—p=300. In a true bond problem, 
where coupon and yield rates are usually not too far 
apart, the accuracy of the bond formula is slightly bet- 
ter than that of (4). 
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8,190, is on line 12, eighth column. The 
factors for 1,800 are from the first, fourth, 
and seventh columns. 

It happens that a balloon note deal may 
also be likened to a bond, and the yield 
found by a single bond formula. In the pres- 
ent problem, i; by the bond formula is 
.010,153,69.° 

A comparison of all our results with the 
true yield to nine places shows: 


Error 
True i .010,154,196 
By (4) .010,154,275 —.07 8 
By bond 
formula .010,153,69 +.0° 5 
By (5) .010,152,69 OF 15 
By (6) .010,150,74 OF 35. 


Note that only (4) gives an 7 larger than 
true 7. Although (4) is closest, the bond 
formula is only one place behind, and even 
(5) and (6) might not be out of the running. 
It all depends on how accurate we want to 
be. Against the higher degree of accuracy 
of (4) is the fact that the computations 
by (5) and of course by (6) are shorter 
than by (4). As I say, these considerations 
must be weighed against the accuracy de- 
sired, gauged by the conditions of the 
given problem. 

Ex. 2. A loan of $300 is repaid by 10 in- 
stallments of $32.40, beginning three 
months from date of the loan, that is, two 
months deferred. Here »=12, with the 
first two C’s=0, and the other C’s=32.40; 
I=324—300=24; and the summations 
are: 


>Cn=32.40(78—3) =2,430 

>Cn(n+1) =32.40(728—8) = 23,328 

>Cn(n—1) =32.40(572—2) = 18,468 
>Cn(n+ 1) (n+ 2) =32.40(8,190— 30) 

= 264,384. 


In this case we give effect to the defer- 
ment by deducting the sum-factors for 
2 periods from the sum-factors for 12 
periods. The comparative #,’s are: 
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TABLE 3 
Typical COMPUTATIONS BY Formutas (4), (5), AND (6) 


Problem: 12 payments of $125; also due with twelfth payment, $1,800 
n=12; P=3,000; )C—P=3,300—3,000=300 
> Cn = (12578) +(1,800X 12) 31,350 
> Cn(n+1) = (125X728) +(1,800X156) = 371,800 
Cn(m—1) = (125 572)+(1,800X132) = 309, 100 


> Cn(n+1)(m+2) = (125 8,190) +(1,800X 2,184) = 4,954,950 


By formula (4) 


Numerator: J = 300 
Denominator: 
ist term: Cn = 31,350 
1>Cn(n+1) 
2nd term: ———————-=1X5..929,824,6 =— 1,778.947,38 
Denominator for iz = 29,571.052,62 .010,145,057 
3rd term: 
Cn(n-+1) 
35.162,82 
2>°Cn 
> Cn(n+1)(n+2) 
=— 26.342,10 
8.820,72 
IX8.820,72Xi2 =— 26.846 ,00 
Denominator for i; = 29,544.206,62 i:=.010,154,275 
By formula (5) 
Numerator: J = 300 


Denominator: 


ist term (as above) 
2nd term (as above) 


31,350 
— 1,778.947 ,38 
29, 571.052 ,62 


.010, 145,057 
> Cn(n—1) 
3rd term: 1,778.947 ,38 —————-- =— 22.242,78 
8 Cn 
Denominator for ize = 29,548.809,84 .010,152,69 
By formula (6) 
Numerator: J = 300 
Denominator: 
ist and 2nd terms (as above) = 29,571.052,62 s#=.010,145,057 


3rd term: 1,778.947 ,38 —— i 
12 


Denominator for #35 


=— 16.543,56 


= 29,554.509,06 i= .010,150,74 


Error 
By (4) .010,373,538 — .07 59 
By (5) .010,373,15 + 33 


By (6) .010,372,97 0° 51. 


Ex. 3 and 4. Consider an increasing an- 
nuity for 10 periods, starting with $150 
and increasing by $50 every payment, the 
final payment being $600. The price is 
$3,295.142,771,5 on a 2 per cent basis, but 
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we assume the yield unknown. I = °C 
—P=3,750—3,295.14+ =454.857,228,5. 

Arithmetically varying annuities are 
easily geared to Table 2. We use the last 
payment C; and the constant difference D. 
Here C:;=600 and D=50. The formula 
for is 

(n—-1). 

The formation of the other summations is 
similar, and for our problem we have 


(600 55) — (50 165) 
= 24,750 
>Cn(n+ 1) = (600 X 440) — (50990) 
= 214,500 
>Cn(n—1) = (600X330) — (50 660) 
= 165,000 
=(600X 4,290) 
— (507,722) =2,187,900. 
For a decreasing annuity, from $600 to 
$150, C;=150, and the sign of the second 
term becomes positive. The sum-factors 
from Table 2 are unchanged. The price at 
2 per cent is $3,441.795,985,1; and 
I=$308.204,014,9. The summations are 
= (15055) +(50X 165) 
= 16,500 
i) = (150X440) + (50990) 
= 115,500 
= (150X330) + (50660) 
= 82,500 
YCn(n+1)(n+2) = (150 4,290) 
+- (507,722) = 1,029,600. 


The results by our formulas are: 


Increasing Decreasing 
Annuity Annuity 

By (4) .020,000,57 -020,000,40 
By (5) .019,997,1 .020,003,1 


By (6) —_.019,994,2 .020,006,6. 
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Ex. 5. Next we consider a debt of $3,500, 
settled by a note calling for $500 in 15 
days, then 12 monthly payments of 
$262.50, the first due 30 days from date. 
Here we let the period be the month, and 
set up # = 12, with the 15-day period repre- 
sented by an additional n=}; J=500 
+ (262.50 X 12) —3,500 = 150; and we have 
as summations 


=(500X 4) + (262.50 X 78) 
= 20,725 
>>Cn(n+1) = (5004 + (262.50 X 728) 
= 191,475 
1) = (S00X4 X(—4)) 
+ (262.50 X 572) = 150,025 
= (500X4 X¥X#) 
+ (262.50 X 8,190) = 2,150,812.5. 
In this problem the summations for the 
equal payments are taken in the usual 
way from Table 2, but the fractional n- 
factors for the first $500 payment are com- 
puted directly. Note that the value of the 
first term of the third summation is nega- 
tive. 
The values of i; by our formulas are: 


Error 
By (4) 007,489,684 —.07 18 
By (5) .007 489,742 —.0’ 76 
By (6) .007,489,765 — 100. 


Ex. 6. In Neifeld’s Guide to Installment 
Computations (p. 334), he finds the rate by 
four successive approximations obtained 
by four detailed 12-period amortization 
schedules,’ where a borrower receives $94 
and agrees to repay $100 in 12 months, by 
$8.33 per month with $8.34 every third 
month. He finds i=.009,649,94 under 
these particular facts. 

Using the regular annuity formula (7) 
above, for which we must assume exactly 

7 Neifeld shows five approximations, but he points 


out that a computer of experience would not need to 
make the first one. 
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equal monthly payments of 8.33}, 
and with J=6 and m=12, we find 
i;= .009,650,14, which is a very good ap- 
proximation itself. But 8.333 per month 
is not quite what the problem calls for. 

Since the deviation from a straight 
annuity is so minute, we can well use for- 
mula (6). The necessary summations are: 


Cn= (8.33 X78) +.01(3+6+9+12) 
= 650.04 

>>Cn(n+1) = (8.33728) 
+ .01(12+42+90+ 156) = 6,067.24. 


Here we give effect to the additional 1¢ 
in every third payment by applying thereto 
the sums of the proper n’s (3, 6, 9, 12), 
and n(n+1)’s (12, 42, 90, 156). By for- 
mula (6) we find the rate to be .009,649,537, 
about 5 units high in the eighth place 
(and in this case as close as the result by 
(4)). Thus we have reached in one opera- 
tion a value closer than .009,649,94 found 
after four operations, each of which re- 
quires more computing than does (6). 


THE ERROR IN (4), (5), AND (6) 
By equating formula (3) and series (2), 
and 
solving for i—i2, we find the error to be® 


DCn(n+1)\? 

(9) sen") 


The error for i; in (4) can be similarly 
found, but it is completely unwieldy, one 
of its three terms being }\Cn(n+ 1)(n+ 2) 
(n+ 3)/24>-Cn. However, it turns out 


through the common term 


8 See Stelson and Snyder, loc. cit. 
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that the error formula for the straight 
annuity formula (7) will usually serve as a 
handy substitute, even when the C’s are 
quite unequal. The error for (7) is 


10)® 
(10) 540 


Formula (10) will give the approximate 
error in (4) for every one of the examples 
shown. 

When (10) is used to find the error in 
(4), the m in (10) is the largest m of the 
problem. 

Thus in the balloon note and deferred 
payment problems, m=12 and 7 is ap- 
proximately .01, and the error by (10) is 
—5.7X.014= —.076, compared with actual 
errors —.078 and —.0"6. In the fifth prob- 
lem, the error by formula is —5.7 X .0075 
= — .0718, the same as the actual error. In 
the sixth problem, formula (10) gives 
—5.7X .009654= —.075, also the same as 
the actual error. 

In the increasing and decreasing annuity 
problems, where »=10, the error by for- 
mula is —3.6X.02‘= —.0°58. The actual 
errors are —.0°40 and —.0°57. 

An error formula for (5) and (6) is, in 
the proper sense, non-existent. Neverthe- 
less, we might compute the error by (10) 
and then feel conservatively safe in con- 
cluding that the correct places by (5) or 
(6) in a “reasonable” problem are one less 
than the number indicated by (10). The 
error in (5) or (6) is frequently of opposite 
sign from that of (4), if the largest m of 
the problem is not greater than 20.’ 


® See Stelson and Snyder, loc. cit. “7 

10 T have pleasure in acknowledging valuable criti- 
cism by Prof. H. E. Stelson, Michigan State College, 
who, by firmly insisting on no compromise with mathe- 
matics, practically forced me to find the legitimate series 
(2) and formula (4), when I had given up trying to do 
better than formula (5), which I had previously derived 
by the mathematically unsound method of analogy from 
formula (7). 
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A REPORT OF THE COMMITTEE ON 
AUDITING EDUCATION 


of the American Accounting Associa- 

tion, appointed a committee identified 
as the Committee on Auditing Education. 
The committee was continued in 1952 by 
President George R. Husband in order to 
enable the committee to complete a project 
then in progress. 

The concern of the committee was to 
secure an evaluation of the “job” the 
colleges are doing in preparing students for 
public accounting. It was the committee’s 
belief that such an evaluation could not 
be obtained by merely asking a number 
of public accountants what they thought 
about college graduates. Such an inquiry 
seemed too general. It was hoped that a 
better approach might be to ask public 
accountants the following: 


re 1951, S. Paul Garner, then president 


What are the weaknesses of the majority of 
college graduates entering public accounting? 
Are these weaknesses such that the colleges 
can do something to minimize their prevalance? 
(And since criticism coupled with suggestion 
is more valuable than criticism alone)... 

How can the weaknesses be cured? 

The committee solicited the opinions of 
public accountants along the above lines 
by the use of a questionnaire which was 
mailed to 98 local firms (all states were 
included in the sample) and ten national 
firms. Responses were received from 57 
per cent of the local firms and from all of 
the national firms. 

Page 1 of the questionnaire, through 
which the committee attempted to evalu- 
ate the importance of possible weaknesses 
of college graduates, is reproduced on page 
467. The responses, summarized in Table 


TABLE I 
SUMMARY OF RESPONSES RECEIVED 


From (56) Local Firms From (10) National Firms 
Firms Agreeing Firms Holding Firms Agreeing Firms Holding 
That Weakness Opinion That That Weakness Opinion That 
ListedIsa Valid the Weakness ListedIsaValid the Weakness 
Possible Weaknesses of College Graduates Criticism of Is Subject to Criticism of Is Subject to 
Listed by Committee Majority of Col- Classroom Majority of Col- Classroom 
lege Graduates Correction lege Graduates Correction 
Num- Per Num- Per Num- Per Num- Per 
ber Cent ber Cent ber Cent ber Cent 
(a) (0) (@)to(a) (a) (6) (c) (¢) to(a) 
(1) Inadequate training in auditing tech- 
34. 61% 24 71% 7 70% 4 57% 
(2) Lack of understanding of internal con- 
trol and its relationship to auditing 40 71% 35 88% 8 80% 6 15% 
(3) Inadequate training in business sub- 
jects other than accounting, such as 
economics, finance, statistics, etc. 16 29% 16 100% 1 10% 1 100% 
( mental attitude regarding 
their status as junior accountants 21 38 17 81 3 30 2 67 
(S) Lack of understanding of the ac- % 
counting profession, its function and 
its responsibilities 28 50% 23 82% 7 70% 7 100% 
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TABLE II 
CRITICISMS OF COLLEGE GRADUATES REPORTED BY THE FIRMS 


Weakness Number of Number 
Identification Weaknesses Suggested by Four or More Firms Local Notion’, 
Number Firms Firms 

(6) Lack of ability to write and speak effectively 23 8 
(7) Poor English 25 _ 

(8) College graduates seem to have been informed that they are a 
“finished product” 8 1 
(9) Weak in working paper techniques 8 ~ 
(10) Lack of imagination 6 2 
(11) Inadequate training in arithmetic; lack of clerical accuracy § 3 
(12) Poor spelling 5 — 
(13) Lack of familiarity with common books of accounts, business 
forms, and terms 4 1 
(14) Lack of familiarity with business machines 5 
(15) Too much book theory rather than practical approach 5 _ 
(16) Lack of familiarity with material published by A.A.A.; A.I.A. and 
S.E.C. 2 3 
(17) Personality and attitude weaknesses 3 2 
(18) Failure to comprehend the “why” of the auditing procedure learned 3 1 


I, indicate that the national firms and local 
firms hold essentially similar notions on 
this matter; both groups of firms agree on 
the order of significance of the listed 
weaknesses, e.g. a “lack of understanding 
of internal control and its relationship to 
auditing” being the most frequently con- 
firmed weakness with an “inadequate 
training in business subjects other than 


accounting” receiving the fewest re 
sponses. Table I also shows that, as a 
general rule, if a firm believed that one or 
more of the listed weaknesses was a valid 
criticism of the majority of college gradu- 
ates, it was of the opinion that such weak- 
nesses were subject to classroom correc- 
tion. 

It should be mentioned that the com- 


TABLE III 
SUGGESTIONS FOR CORRECTING WEAKNESSES 
ALL FIRMS 
2s Requiring Acctg. More Public 
Weakness Majors to Take Accounting 
Identification rd A Traini More Coursesin Experience for 
Number on are Bus. Subjects Auditing 
Solving Courses 
Other than Acctg. Teachers 

(1) 10 7 32 1 29 

(2) 8 15 27 1 31 

(3) 2 2 1 19 8 

(4) -—- 2 17 1 11 

(5) -- 3 19 4 20 

(6) 3 1 3 9 7 

(7) 1 — 5 8 1 

(8) -~ _ 4 2 2 

(9) 2 _ 5 _ 2 
(10) 3 _ 5 _ 5 
(11) 4 _ 3 1 5 
(12) — _ 1 2 1 
(13) 1 — 3 _ 2 
(14) 1 1 1 _— 1 
(15) 2 1 4 _ 3 
(16) 1 _ 1 _ 2 
(17) 3 2 
(18) — 3 3 
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mittee had no intention of implying that 
the five weaknesses set forth on the ques- 
tionnaire represented all possible weak- 
nesses or even that those set forth were 
valid weaknesses. It was hoped that by 
listing several possible weaknesses, the 
cooperating firms might acquire a clearer 
impression of the type of information the 
committee was seeking. The committee 
was anxious to learn of weaknesses not set 
forth in the questionnaire; particularly 
those that the firms held to be of such im- 
portance that they would go to the bother 
of “writing in’? such weaknesses. Accord- 
ingly, ample space was provided on the 
questionnaire and the firms were invited 
to report additional criticisms of the 
majority of college graduates. Table IT is a 
list of such weaknesses; only those men- 
tioned by four or more firms are presented. 

Another part of the questionnaire is re- 
produced below. The results are tabulated 
in Table III. 


Suggestions for Correcting Weaknesses 


Indicate by number identification which 
weaknesses could be cured— 


(a) by greater emphasis on problem solving 


(b) by requiring accounting majors to take more accounting courses 


(c) by internship training during a student’s college career 


(d) by requiring accounting majors to take more courses in business sub- 


jects other than accounting 


(e) if auditing teachers had more public accounting experience 


The interpretation of Table III is illus- 
trated by the following: 

The weakness identified as number (1) 
is “inadequate training in auditing tech- 
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niques.” Ten firms believe that a “greater 
emphasis on problem solving” would cure 
the weakness; seven firms believe that 
“requiring accounting majors to take more 
accounting courses” would cure the weak- 
ness; 32 firms believe “internship training” 
is the cure; etc. 

Skipping to line 6, the weakness identi- 
fied as number (6) is “lack of ability to 
write and speak effectively.” Three firms 
were of the opinion that a “greater em- 
phasis on problem solving” would cure the 
weakness; etc. 

The faith public accountants have in 
internship training and in public account- 
ing experience for auditing teachers is 
clearly apparent in Table III. 

The public accountants were asked to 
list additional suggestions which in their 
opinion might cure previously listed weak- 
nesses. The suggestion most frequently 
written in by the cooperating firms can be 
summarized in the following words: “Re- 
quire accounting majors to take more 
courses in grammar and public speaking 
specifically designed for their needs.” The 
weakness involved is apparent from the 


Identity of Weaknesses 


wording and the prevalence of the sug- 
gestion probably justifies the conclusion 
that public accountants are more dis- 
tressed by the deficiency of college gradu- 
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AMERICAN ACCOUNTING ASSOCIATION ates 
Committee on Auditing Education ae 
ness. 
Questionnaire—Public Accounting Firms Th 
vited 
Purpose of Questionnaire = 
a) To secure an appraisal by the profession of the weaknesses of college graduates are li 
entering public accounting. 1 
b) To determine which weaknesses the public accountants believe can be cured in the 
classroom. 2) 
c) To solicit suggestions for the improvement of college training as it relates to AUDIT- 3) 
ING. 
4) 
Weaknesses of College Graduates 
The following weaknesses are among those mentioned by public accountants with reference of of 
to college graduates entering public accounting. leges 
Perhaps some of these weaknesses can be cured most effectively by practical experience and follor 
by on-the-job training. Others are of such nature that they could be cured in the classroom. ques 
1 
Place an X to the /eft of each alleged weak- In the column at the right of the weaknesses 
ness you believe to be a valid criticism of the listed, place an X by those weaknesses which 
majority of college graduates entering public you believe could be cured in the classroom if 2) 
accounting. more effective educational techniques were 
adopted by the colleges. 
Weaknesses Subject to TI 
of Classroom . 
Majority Correction P 
1. Inadequate training auditing techniques a 
mi 
dicat 
tion: 
2. Lack of understanding of internal control and its relation- tech 
ship to auditing S\ 
plen 
3. Inadequate training in business subjects other than account- or tc 
ing, such as economics, finance, statistics, etc. ques 
man 
4. Improper mental attitude regarding their status as junior Suge 
accountants 
: coul 
5. Lack of understanding of the accounting profession, its func- clea 
tion and its responsibilities 


uates 


n the 


DIT- 


rence 


ates in the area of oral and written com- 
munication than any other single weak- 
ness. 

The public accountants were also in- 
vited to make suggestions which might 
improve the quality of classroom teaching. 
The suggestions most frequently reported 
are listed below: 


1) Develop the case study approach for ad- 
vanced courses in accounting. 

2) Place more emphasis on report writing. 

3) Require practical experience as a qualifica- 
tion for accounting teachers. 

4) Use practicing accountants as occasional 
lecturers. 


The questionnaire invited an expression 
of opinion regarding which objective col- 
leges should adopt in preparing students 
for the public accounting profession. The 
following objectives were stated in the 
questionnaire : 


1) To train students to be able to start as 
junior accountants without further train- 
ing by the firm. 

2) To train students less specifically in mat- 
ters of auditing techniques, the emphasis 
being on accounting theory and audit ob- 
jectives. 


The second objective was twice as 
popular. 

Of those not satisfied with the choice of 
objectives, the majority of those sub- 
mitting a supplementary statement in- 
dicated their approval of a broader educa- 
tional experience rather than a training in 
techniques or specialized subjects. 

Some of the accountants elected to sup- 
plement their response by a separate letter 
or to submit a letter in lieu of a completed 
questionnaire. These letters contained 
many interesting reactions and worthwhile 
suggestions. Some selected excerpts are 
presented below: 

“College graduates entering public ac- 
counting differ very widely, and I have no 
clear impression of any typical weaknesses 
which it would be fair to say apply to them 
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as a group. It is, however, my general im- 
pression that the colleges are doing a very 
good job and that the graduates that enter 
public accounting are much more useful 
and promising than they were twenty or 
thirty years ago.” 


* * * 


“Generally, course content and cur- 
riculum is not the ‘nut’ of this problem. 
Schools with competent teachers, irrespec- 
tive of differences in courses, do a good 
job.” 

* * * 

“In the first place, the questionnaire 
form seems to assume that there is some- 
thing wrong with the training for public 
accounting presently received by the ma- 
jority of college graduates. Personally, I 
feel that the recognized schools of business 
administration, with which we have had 
experience, are doing an outstanding job 
of training otherwise-qualified men for 
positions in the public accounting field. It 
is true that my experience is somewhat 
limited in scope because more than 70 per 
cent of the staff of our office have come to 
us as graduates of the four largest uni- 
versities and colleges within the state. 
However, there are graduates of more 
than twenty universities and colleges on 
our staff. Of course, we see some evidence 
of unsatisfactory preparation and inade- 
quate accounting background in some of 
our staff members, but it would be impos- 
sible to apply any such criticism to the 
‘majority of college graduates’ with whom 
we have had experience. 

“T would like to suggest that some 
further impression might be made on uni- 
versity students, expecting to enter the 
public accounting field, with reference to 
their contacts with clients and their con- 
duct in the clients’ offices.” 


* * * 


“Your questionnaire is aimed at ‘weak- 
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nesses of college graduates.’ I would first 
like to preface my remarks by stating that 
the men we hire direct from the univer- 
sities are by far the best caliber of help 
we obtain. They are far superior to any 
men procured through other sources. We 
find that accounting majors, who are re- 
cent graduates, take to the work very 
readily and very quickly are able to move 
up the line and do more important work. 
Any weaknesses that develop with the men 
are primarily inherent weaknesses on the 
part of the individual, rather than as a 
result of his accounting education. 

“For example, on Page 1 of your ques- 
tionnaire you ask about ‘improper mental 
attitude regarding their status as junior 
accountants.’ A person with an improper 
mental attitude has this attitude chiefly 
because he is not very intelligent. This 
same mental attitude would prevail 
whether the man was a salesman, engineer 
or an accountant. I am sure that he would 
not get an improper mental attitude at the 
college or in the classroom. 

“Another weakness you have outlined 
is ‘lack of understanding of internal con- 
trol and its relationship to auditing.’ The 
men who are most responsible for the 
evaluation of a system of internal control 
are at the senior or supervisor level. We do 
not expect from new men joining us, a 
complete understanding of internal con- 
trol. We feel that only with experience will 
the men attain this understanding. 

“TI do not believe that the colleges 
should be expected to train students to be 
able to start as junior accountants without 
further training by the firm, any more 
than the medical schools expect to train 
doctors without their serving a period as an 
intern. 

“To sum it all up, I believe that the uni- 
versities are doing an excellent job in 
teaching accounting and training men for 
the public accounting profession.” 


* * * 
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“Tt has been our experience that the 
product of the schools of business that 
come to as juniors or interns are well 
grounded in the theoretical concepts of 
auditing and the broad field of accounting. 
We do not expect much from them with 
respect to the practical viewpoint. We like 
to ‘catch them young and train them our 
way.’ Our way may not be the best way, 
but once they get used to our methods, and 
the procedures that we use in our general 
practice of accountancy, their develop- 
ment into seniors, in-charge-accountants, 
and junior partners, satisfies us and, 
incidentally, our clients.” 


* * * 


EVALUATION 


The committee believes that in general 
more significance should be assigned to 
those weaknesses and suggestions volun- 
teered by the firms in contrast to those 
that required only the insertion of a check 
mark as an indication of agreement with a 
weakness or suggestion listed in the ques- 
tionnaire. Accordingly, “poor English” 
and “lack of ability to write and speak 
effectively” are probably the most serious 
of the weaknesses of college graduates re- 
ported by the public accountants—an 
indictment that colleges must remove. As 
noted above, the public accountants be- 
lieve that such weaknesses can be cor- 
rected by requiring accounting students to 
take more courses in grammar and public 
speaking slanted to the interests of ac- 
countants. 

Teachers of auditing should note that a 
significant majority of those responding 
agreed that the majority of college gradu- 
ates are inadequately trained in auditing 
techniques and lack an understanding of 
internal control and its relationship to 
auditing. The importance of this informa- 
tion is enhanced because a large majority 
reported that in their opinion these weak- 
nesses are subject to classroom correction. 


Howe 
twee 
junio 
ing 

speci 
nique 
theo 
alte 
In 
tion: 
of th 
corre 
weak 
most 
train 
perie 
the 
effec 
lege 
to s 


the 
that 
> well 
ots of 
nting. 
| With 
‘e like 
our 
Way, 
S, and 
eneral 
velop- 
tants, 

and, 


neral 
ed to 
olun- 
those 
check 
vith a 
ques- 
lish” 
speak 
TIOUS 
re- 
—an 
e. As 
s be- 
cor- 
its to 
ublic 
[ ac- 


lat a 
ding 
adu- 
iting 
ig of 
to 
rma- 
eak- 
tion. 


However, when faced with a choice be- 
tween college graduates able to start as 
junior accountants without further train- 
ing or college graduates trained less 
specifically in matters of auditing tech- 
niques, with more emphasis on accounting 
theory and audit objectives, the latter 
alternative was twice as popular. 

In evaluating the results of the ques- 
tionnaire, some mention should be made 
of the two most common suggestions for 
correcting the more significant accounting 
weaknesses. The suggestions that were 
most frequently offered are: (1) Internship 
training; (2) More public accounting ex- 
perience for auditing teachers. Considering 
the faith public accountants have in the 
effectiveness of internship training, col- 
leges probably should give further thought 
to such programs. The second suggestion 
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seems equally pertinent and reasonable. 
College administrators should give serious 
thought to the faculty-strengthening pos- 
sibilities that might accrue if some ma- 


chinery could be developed, perhaps 
through the Faculty Residency Program 
now being sponsored by the American 
Accounting Association, to enable teachers 
of auditing to participate periodically on a 
full-time basis in the public accounting 
profession. The responses to the ques- 
tionnaire suggest that the public account- 
ants would be cooperative in working out 
such a program. 


Committee on Auditing Education, 1952 
John E. Major 
William R. Matthies 
C. Rollin Niswonger 
Erle E. Peacock 
Herbert E. Miller, Chairman 
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BUSINESS-TYPE STATEMENTS IN THE 


BUDGET OF THE UNITED STATES 


Francis B. CoLLins 
Methods and Procedures Specialist, U. S. Bureau of the Budget 


Government contains about 100 

fiscal entities whose budgets are 
presented on a business-type basis. This 
method of presentation has in the past few 
years received considerable attention from 
management. The use of this device for 
accounting and budgeting was recom- 
mended by the Hoover Commission in its 
studies for those Government operations 
that are predominently of a business na- 
ture where their major programs at least 
are revenue producing. This principle is in 
harmony with the concept of the per- 
formance budget where the emphasis is 
directed to the accomplishments of pro- 
grams and activities. 

Business-type statements are printed in 
the budget for Government-owned cor- 
porations and other revolving funds estab- 
lished by law or regulation. The revolving 
fund group includes funds which are some- 
times identified by such phrases as: work- 
ing capital funds, management funds, in- 
dustrial funds, operating funds and cor- 
porate funds. The fund classification is 
defined in General Regulation No. 84 as 
revised, and Accounting Principles Memo- 
randum No. 1 issued by the General Ac- 
counting Office. These funds are author- 
ized either to finance a cycle of operations 
with revenues available in their entirety 
for the fund’s use, or to facilitate account- 
ing for and administration of operations 
which are financed by two or more appro- 
priations of an agency for which no busi- 
ness-type statements are prepared. 

Revolving funds may be further classi- 
fied as external and internal. External re- 
volving funds are those whose revenues 
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are derived primarily as a result of opera. 
tions with parties outside of the Gover. 
ment. Internal revolving funds, on the 
other hand, are limited in scope to the ex- 
tent that their activities are generally in. 
tragovernmental. Sometimes, for purposes 
of identification only, a distinction is made 
between the corporate-type and the non- 
corporate-type revolving fund. A corpo- 
rate-type revolving fund is defined as a 
Government corporation or enterprise 
subject to the provisions of the Govern- 
ment Corporation Control Act. A non- 
corporate-type revolving fund is one that 
derives its authority from some statutory 
enactment and is not subject to the Gov- 
ernment Corporation Control Act. An- 
other distinction that might be made with 
regard to these funds is as to their purpose. 
Those that are established to make ad- 
vances to other funds or accounts might 
be referred to for identification purposes as 
“financing revolving funds’ as contrasted 
with “operating revolving funds.” Busi- 
ness-type statements are not prepared for 
the former group. In those instances where 
a revolving fund is established to carry out 
a cycle of operations with the Government 
acting in a fiduciary capacity and officially 
classified as trust funds by the Treasury, a 
special group known as trust-revolving 
funds are found. 

Accounting and budgeting for business- 
type operations have definite character- 
istics not generally found in many of the 
ordinary Government-type fiscal proce- 
dures. The most distinguishing feature be- 
tween the two methods of accounting is the 
use of the accrual basis for revolving funds 
rather than the obligation basis in general 
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Government use. Under the accrual sys- 
tem, income is recorded on the basis of 
sales made, services rendered, and other 
earnings of a period even though collec- 
tions are made later; and expenses are re- 
corded on the basis of goods and services 
used in a given period even though ordered 
in an earlier period or paid for in a later 

riod. The accrual method further re- 
quires that the cost of fixed property 
acquired be capitalized in the records and 
its cost be recovered by depreciation 
charges over its expected useful life. This 
procedure is followed in all cases when 
practicable. In contrast with most appro- 
priation accounting, receipts of revolving 
funds are available for carrying on their 
programs without further action by Con- 
gress. The Government’s investment in 
each revolving fund in the statement of 
financial conditions indicate the portion 
of paid-in capital derived from such 
sources as capital stock, appropriations, 
and borrowing from the general fund of 
the Treasury. It is significant to note that 
Treasury borrowings are included as a 
part of the fund investment. 

Three basic financial statements are 
printed in the budget document for each 
revolving fund, with subsidiary schedules, 
where necessary. In addition, tie-in sched- 
ules with the over-all budget total are pre- 
sented. The main statements are similar to 
those found in commercial use by private 
enterprise. The use of the latest termi- 
nology advocated by the American Insti- 
tute of Accountants through pronounce- 
ments made in the research bulletins of 
that organization is used in the statements; 
for example, ‘retained earnings’ has re- 
placed “earned surplus,”’ and the use of 
the term “reserve” is limited to reserva- 
tions of retained earnings. 

In order of appearance in the budget, 
the statements are (a) sources and applica- 
tion of funds, (b) income and expense (in- 
cluding analysis of retained earnings for 
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corporations), and (c) financial condition. 
An exhibit showing the three basic state- 
ments as illustrated in the 1953 budget is 
attached to this paper. 

The statement of sources and applica- 
tion of funds in the business-type presenta- 
tions is the counterpart to the schedule of 
“amounts available for obligation” used 
in the budget for funds subject to appro- 
priation controls. The term “funds,” as 
used in this statement, means cash and 
net increase or decrease in other items of 
working capital. The purpose of the state- 
ment is to show the amounts made avail- 
able to the fund and how these amounts 
have been used. 

The items in this statement are shown 
on a gross basis with exception of (a) cash 
with the U. S. Treasury, (b) investments in 
U. S. securities, and (c) other items of 
working capital. Each part of the state- 
ment is divided into two broad groups 
representing funds applied: (a) to opera- 
tions and (b) to financing, and funds pro- 
vided: (a) by operations and (b) by 
financing. If the fund carries on more than 
one program, the operations sections of 
the statement are further subdivided by 
program titles or other designations. 
Funds applied to operations reflect 
amounts used for acquiring fixed and other 
long-term assets, expenses incurred that 
involve working capital items, and the 
net increase in working capital other than 
Treasury cash for the fiscal period. Funds 
provided by operations, on the other hand, 
include amounts derived from the repay- 
ment of long-term assets, the proceeds de- 
rived from the sale of fixed property, and 
income from sales of commodities and 
services, interest, and other similar rev- 
enues, and the net decrease in working 
capital other than Treasury cash. 

While this statement conforms in pur- 
pose with those prepared by private busi- 
ness enterprises, a few characteristics are 
to be noted. In those cases where the fund 
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purchases goods for manufacture or resale, 
the amounts of such purchases are shown on 
the statement instead of the cost of sales 
under “Funds applied to operations: Ex- 
penses.”’ It was felt that greater emphasis 
in this statement should be made to show 
how the organization’s funds were being 
used and, therefore, the gross basis is pref- 
erable in accomplishing this objective. In 
following this procedure, it is necessary to 
eliminate the net change in inventories of 
goods for manufacture and resale from the 
changes in working capital. Expenses be- 
fore depreciation and other items not in- 
volving the outlay of funds are reflected 
on the statement instead of showing 
total expenses and deducting the non- 
fund items as is sometimes done. This 
statement is supported by a schedule 
showing the changes in working capital 
items from which the net change in in- 
ventories referred to above, as well as 
net increase or decrease in cash with 
Treasury, is eliminated at the bottom of 
the schedule to arrive at the changes in 
“selected working capital items” used on 
the funds statement. The amounts so de- 
rived appear in the “operations” section 
of the statement. Where more than one 
program is administered by a revolving 
fund or Government corporation no at- 
tempt is made to allocate these amounts. 
This supporting schedule is not printed in 
the budget document but is required with 
other data submitted to the Bureau of the 
Budget. 

The “funds applied to” and “funds pro- 
vided by” financing show the changes in 
amounts of money relating to transactions 
with the U.S. Treasury. As was previously 
indicated, the net change in the balance of 
cash on deposit with the Treasury is elim- 
inated from the schedule of changes in 
working capital since the increase or de- 
crease in Treasury cash is reflected as a 
financing item on the statement. Other 
amounts that are included in the financing 
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groups are borrowings and repayments of 
Treasury bonds and notes, the net change 
in investments in U. S. Government secu- 
rities held by the fund, appropriations and 
grants from the general fund of the Treas- 
ury, and dividends paid from earnings or 
repayments of the Government’s invest- 
ment in the fund. The latter two items are 
referred to in the budget as “‘capital trans- 
fers” and are eliminated from both budget 
receipts and expenditures. It is interesting 
to note in passing that the philosophy of 
separating operations and financing trans- 
actions was in part the subject of an article 
entitled ‘“‘Cash balance approach to the 
funds statement” by Emmett B. Day in 
the April 1951 Journal of Accountancy. 
The net effect of the transactions that 
took place in the fund during the year is 
summarized in an appended schedule to 
the funds statement, entitled “Effect on 
Budgetary Expenditures.” This schedule 
corresponds to the schedule of “Analysis 
of Expenditures” for other Government 
accounts, although the latter schedule is 
prepared on a gross basis, while cash ex- 
penditures of revolving funds including 
Government-owned corporations are com- 
puted on a net basis. The funds applied to 
and provided by operations are brought 
into the schedule (effect on budgetary ex- 
penditures) from the funds statement, and 
the net expenditures (positive or negative) 
are reconciled with the net cash receipts or 
expenditures as shown on the records of 
the Treasury. A breakdown of net expendi- 
tures (positive or negative) is finally made 
to show the portion charged to budgetary 
authorizations and the portion charged or 
credited to transactions of the enterprise. 
The second basic statement prepared for 
revolving funds is the statement of income 
and expense, including an analysis of re- 
tained earnings. The over-all statement 
may be thought of as serving the same 
purpose for a budget presentation of a re- 
volving fund that the activity schedule 
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does in the ordinary appropriated fund. 
Like the statement of sources and applica- 
tion of funds, this statement is also di- 
vided to show the operating results of each 
program for which the fund is responsible. 
Many of the subtotals of income and ex- 
pense statement appear on the funds state- 
ment and are so computed in order that 
the reader of the two statements may 
easily observe the amounts resulting from 
operating transactions which involve the 
use of working capital. 

In keeping with the principle of reflect- 
ing the gross picture of operations of the 
period, certain entries are made for trans- 
actions that do not appear in the operating 
statements of private organizations. One 
type of transaction that falls in the above 
category relates to valuation allowances 
and operating reserves. The amounts ac- 
tually charged off whether credited di- 
rectly to assets or charged to valuation 
allowances and operating reserves other 
than depreciation, are shown on the state- 
ment. In addition, the net increase or de- 
crease in the valuation allowances and 
operating reserves is also displayed. The 
charge to operations relating to these 
losses is, therefore, the sum of the charge- 
ofis and the net changes in the valuation 
and operating accounts during the fiscal 
period. Secondly, in the case of the sales of 
fixed assets, the proceeds from the sales, 
net book value of the assets sold, and the 
gain or loss are shown. The proceeds from 
sales, of course, are reflected as a realiza- 
tion of an asset in the ‘Funds provided— 
By operations’’ section of the statement of 
sources and application of funds. The 
statement of income and expense includes 
an analysis of retained earnings, the end- 
ing balance of which shows the portion of 
the Government’s investment arising as a 
result of cumulative earnings and losses, 
less repayments of dividends, to the U. S. 
Treasury. If the fund has any reserves set 
aside from retained earnings, these reserves 
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are also shown here. 

The statement of financial condition has 
few variations from those of a commercial 
enterprise. Where significant, receivables 
and payables are distinguished between 
those that were created with parties out- 
side of the Government and from intra- 
governmental transactions. In most cases, 
the funds’ liabilities of employees’ accrued 
annual leave is shown. The basic difference 
in the statement from private commercial 
statements results from the Government’s 
dual role of both creditor and owner where 
the Treasury issues bonds to provide 
working capital for financing the fund. It 
makes no difference, therefore, what ve- 
hicle of financing from Treasury funds is 
used to implement the capital of a revolv- 
ing fund whether it be by expenditures 
from public debt receipts, appropriations, 
or subscription to capital stock. In keeping 
with this concept, borrowings from the 
Treasury are not included among the fund 
liabilities but are considered to be a part 
of the Government’s investment in the 
fund. Since the Government’s investment 
will in many instances contain elements 
upon which interest must be paid to the 
Treasury, this section of the statement is 
divided to show both the interest-bearing 
investment and that part upon which 
interest is not paid. For purposes of uni- 
formity, the format of the statement of 
financial condition is the same regardless 
of the differing types of transactions car- 
ried on by the revolving fund including 
Government-owned corporations. 

Schedules that support the three basic 
financial statements are required with the 
budget submissions to the Bureau of the 
Budget. Some of these are printed in the 
budget document, and others are used by 
the budget examiners to get a clearer 
understanding in detail of amounts ap- 
pearing on the statements. One schedule 
that is submitted for all revolving funds is 
the schedule of working capital changes 
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STATEMENT OF SOURCES AND APPLICATION OF FUNDS 


(NON-CORPORATE REVOLVING FUND) 


PY = past year 
CY - current year 
BY = budget year 


REVOLVING FUND, DEPARTMENT OF GOVERNMENT 


cases where the 


et document. The 


assets. 
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which was previously mentioned. In those 


material amounts on the construction or 
the purchase of capital assets, a schedule of 
capital expenditures is printed in the budg- 


should agree with the amount shown on 
the funds statement for acquisition of 


Because of the interest of many groups 
in the amount of money spent on the vari- 


ti first A. Statement of Sources and Application of Funds 
the fiscal years ending June 30, 19PY, 19CY, and 19Bx7 
there is more than one pro- 
FUNDS APPLIED actual These amounts will agree with 
the corresponding entries on 
TO opera 
Expenses: 
Purchases of raw materials .......se+sses0s + 50,000 75,000 45,000 te 
20,000 35,000 17,500 
Manufacturing expenses . 10,000 15,000 8,500 
Administrative expenses. 9 ,000 12,000 
Total funds applied to expenses . _89 
Increase in selected working capital items.... 
Total funds applied to program operations... TZ, 2 
To financings 
Increase in Treasury cash ...... 3,000 21,300 
10,000 
150,000 95,000 
15,000 5,000 
Decrease in selected working capital items.... 7,000 sees. ee 
Total funds provided by program operations.. IT7,00 65,00 10,006 <—_ 
By £4 
Exclude inventories of goods | Additional appropriation from 15,000 
to be manufactured, In pro- Total provided 107,066 
cess of manufacture and fin- : 
ished for sale, and Treasury These 
cash from these amounts. EFFECT ON BUDGETARY EXPENDITURES 
Funds epplied to operations 167,200 95,700 
Funds provided by 165,000 10,000. 
Net effect on budgetary expenditur > 73300 
The above amunts are charged (or credited (-)) 
as follows: 
To budgetary 15,000 
To net receipts of the enterprise ........... 3,000 3,300 


organizations expend 


total in this schedule ment’s uniform 


ous objects of expenditure, as defined in 
Budget-Treasury Regulation No. 
schedule of accrued expenditures by object 
is printed showing how the fund’s monies 
are spent in accordance with the Govern- 


1, a 


object classification. The 


total of accrued expenditures on this sched- 
ule agrees with the funds applied to opera- 


tions less the increase in selected working 


capital items shown on the statement of 
sources and application of funds. A similar 


ew 


R 
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Budget-Type Statements 


STATEMENT OF INCOME, EXPENSES, AND RETAINED EARNINGS 
(NON-CORPORATE REVOLVING FUND) 


PY - past year 
CY = current year 
BY - budget year 


Statement of Incame and 


Be Expens 
[For the fiscal years ending June 30, 19PY, iscr, and 19BY7 


19PY 19cy 19BY 
actual estimate estimate 
Income: 
Sales of goods and services ..sscccsses eeece $100,000 $150,000 $ 95,000 
Other income 10,000 3,000 5,000 
Expenses: 
Cost of goods sold: 
Purchases of raw materials ......... 50,000 75,000 45,000 
Change in raw materials inventory . oe 5,000 5,000 1,500 
Raw materials used These amounts should be rec- 
Direct labor ccccccccccccccccccccccsccccce 20,000 35,000 17,500 oncilable to amounts on 
Manufacturing expenses Statement C, 
Gepreciation 10,000 15,000 8,500 
Depreciation on manufacturing facilities . 12,000 18,000 12,500 
Total manufacturing costs soos IT 
Increase (-) or decrease: 
GOodS in Process - 16,000 14,000 = 3,000 
Finished goods 11,000 = 2,000 1,000 
Administrative expenses: 
Administrative expenses excluding 
9,000 12,000 8,500 
rec on on adninistrative facilities. 4,000 5,000 3 500 < 
Total expenses 105,000 177,000 95,000 
Net income (or loss -) for the year seeee 5,000 = 12,000 5,000 
These amounts should agree 
Retained earnings beginning of year ceccececee 10,000 15,000 3,000 with amounts on Statement C. 
less: payments of earnings ‘to Treasury 8,000 
Retained earnings end of year 15,000 3,000 
ee 


schedule is submitted for ordinary appro- 
priation accounts entitled “Obligations by 
objects.” In those cases where a legal 
limitation is placed upon certain expenses 
of Government corporations, this schedule 
is also prepared and appropriately titled. 

The statement of income and expense of 
an organization that is engaged in the 


manufacture of goods for resale has the 
components of the amount shown for cost 
of sales supported by a schedule showing 
the detail accounts included in this 
amount. Organizations that loan, guaran- 
tee, or insure are required to submit a 
schedule that shows the total amounts 
authorized, and the actual outstanding 
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STATEMENT OF FINANCIAL CONDITION 


(NON-CORPORATE REVOLVING FUND) 


= year preceding past year 
- past year 

CY current year 
=~ budget year 


REVOLVING FUND, DEPARTMENT OF GOVERNMENT 
C. Statement of Financial Condition 
[Ks of June 30, 19PY-1, 19PY, 19CY, and 19BY7 


ASSETS 19PT-1 19PT 198Y 
Current Assets: km \ 
Cash with S. Treasury $12,000 - $15,000° 12,800 34,100 - 
amounts shown in Combined 
15,000 10,000 5,000 3,500 Statement of Receipts, Ex- 
36,000 52,000 38,000 41,000 penditures and Balances of 
15,000 4,000 6,000 5,000 the U. S. Government for 
1,000 500 1,500 500 I9PY-1 and I9PY Years, 
1,500 1,000 1,200 900 
40,000 40,000 40,000 30,000 
Buildings and equipment eoccece 75,000 100,000 100,000 100,000 
Less portion 
as depreciation 25,000 31,000 54,000 70,000 
Met buildings and equipment . 
Total fixed 100,000 2.09 ,000 86,000 60,000 
Total assete 295,500 205 ,500 188 ,500 187,500 
LIABILITIES Include liability for annual 
leave here. 
Current liabilities: 
Accounts 205500 25,000 21,500 10,500 
OXPENSES 000 1 <—. 
Total Liabilities Zoo 
INVESTMENT OF U. S. COVERNMENT 
Principal of fund: 
Appropriation from U, Treasury.... 150,000 250,000 150,000 165,000 
Dona’ NEE 500 500 12,500 12,500 
principal ...... 52, 500 152,500 152, 
Total investment of U. S, Government. 173,500 
Total liabilities and investasnt 
Of Us. S, Government 195,500 205,500 188,500 187,500 


as of June 30, 19BY. 


1/ Excludes obligations outstanding for items on order of: $3,000 as of June 30, 
19PY-1, 32,000 as of June 30, 19pY, $1,000 as of June 30, 19CY, and $1,200 “™— 


Indicate outstanding obdli- 
gations at June 30 for goods 
and services on order not yet 
delivered. 


liabilities of the enterprise as reflected on 
the statement of financial condition. 

As previously mentioned, revolving 
funds are financed from various types of 
budgetary authorizations. Since the ex- 
penditures of these authorizations repre- 
sent expenditures from the general fund of 
the Treasury, schedules must show the 


availability of the money and how it is 
transferred to the revolving funds. Two 
schedules to show these facts in such cases 
are printed and are referred to in the budg- 
et as “budgetary authorization sched- 
ules.” The schedule of “Amounts available 
for obligation” shows the amount of the 
appropriation or other authorization and 
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indicates the portion that is obligated. 
The schedule entitled “Analysis of ex- 
penditures”” shows the amount of the 
authorization that was transferred from 
the general fund with a parenthetical 
phrase “Invested in revolving fund” to 
prevent a possible duplication of expendi- 
tures. Sometimes an erroneous conclusion 
is reached by those unfamiliar with the 
Government’s fund structure as it is often 
thought there is a dual showing of the 
same expenditure. In so far as the Treas- 
ury is concerned, the money is spent but 
once. For example, assume there is appro- 
priated a million dollars to implement the 
Goverment’s investment in a revolving 
fund. A check against the appropriation is 
drawn and deposited to the credit of the 
revolving fund. The effect of this transac- 
tion is merely an expenditure from the 
general fund and a receipt in the revolving 
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fund. The Government’s cash position re- 
mains unchanged. If the cash of the re- 
volving fund is subsequently increased or 
reduced through its operations, then the 
Government’s cash position is changed 
accordingly and a receipt or expenditure is 
recorded in budget totals. 

In the joint effort of the General Ac- 
counting Office, the Treasury Department, 
and the Bureau of the Budget to improve 
accounting and budgeting in the Federal 
Government, situations where the use of 
the business-type budget device will better 
serve management are constantly being 
studied. It is hoped that this paper may 
prove to be a stimulant to create more in- 
terest on the part of those charged with 
the responsibility of improving this very 
important area of budgeting and reporting 
for managerial purposes. 
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THE FUTURE OF FINANCIAL 


REPORTING 


JEROME SNYDER 


Assistant Professor, 


intimately involved with reporting 
and interpreting the results of enter- 
prise, have until recently given little at- 
tention to the ramifications of use and 
misuse of financial data. Via reports to 
stockholders, regulatory and other agen- 
cies, corporate statistics have become com- 
mon property. As such they have entered 
the broader economic, social, and political 
arena. Financial reporting today affects 
people’s behavior (and attitudes) tomor- 
row. As investors, lenders, managers, 
workers, and citizens in various capacities! 
we make decisions on the basis of account- 
ing information although we are often in- 
adequately appraised of its limitations. 
The increased importance of accounting 
in public and private affairs has been ac- 
companied by a critical examination of 
accounting itself. Considerable introspec- 
tion has taken place within the accounting 
fraternity in recent years and some prog- 
ress has been made in improving misunder- 
standings of the accounting mechanism 
and terminology. But the understanding 
of accounting results, difficult enough in 
ordinary times, is a more serious problem 
when substantial changes in price levels 
occur. The inadequate manner with which 
we have, in general, coped with this prob- 
lem leads to the conclusion that the job 
ahead is one of adding to the interpretive 
function. This paper is limited to an anal- 
ysis of where we stand on this score and 
the implications for the future evolution of 
financial reporting. 


[i Is a curious fact that accountants, so 


1 In our governmental capacities this involves poli- 
cies affecting spending, saving and taxation. 
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SERIOUSNESS OF THE PRICE- 
LEVEL PROBLEM 


The major topic of debate the past few 
years has centered around the impact of 
changing price levels on financial state. 
ments. The debate has been healthy. It 
has stimulated renewed interest in the 
meaning, functions and scope of account- 
ing. The chief limitation of accounting 
under present conditions, however, is the 
assumption of a stable measuring unit 
when, in fact, our recorded dollars are of 
different vintages and represent different 
indexes of purchasing power. Too often 
the fundamental problem has been sub- 
merged by the whole complex of problems 
associated with business management ina 
time of inflation. 

As a technique, accounting is primarily 
concerned with measurement. The dollar 
which is the only available measuring unit 
for business accounts is not a fixed unit. 
While in ordinary times its variations are 
small, serious difficulties present them- 
selves under conditions of strong inflation- 
ary or deflationary pressures. The recent 
inflation has presented accountants with 4 
changing yardstick and a difficult if not 
impossible task of arriving at a wholly 
satisfactory determination of cost and 
profit. The art of reporting a reasonably 
simple and realistic picture of business con- 
ditions and operations is, therefore, at 
stake. 

In the reporting of national income the 
fundamental difference between operating 
and so-called inventory profit is recog- 
nized. Insofar as inventory appreciation 
does not represent anything produced, but 
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merely a depreciation of the dollar relative 
to commodities, it forms no part of na- 
tional income. The incomes of incorpo- 
rated and unincorporated business as re- 
ported are, therefore, adjusted accordingly 
by means of valuation adjustments which 
correspond to the estimated inventory ap- 
preciation or declination. 

These inventory fluctuations in value 
| have at times assumed major importance 
in reported profits. In 1931, for instance, 
operating profits before taxes of all corpo- 
rations were more than wiped out by in- 
ventory losses. In 1933, however, a substan- 
tial operating loss became a gain because 
of large inventory appreciation. In the 
three-year period, 1946-48, the upsurge in 
postwar prices accounted for inventory 
gains of nonagricultural business estimated 
at nearly $17 billion. This was more than 
11 per cent of all reported profits.” 

A comparable difficulty arises in connec- 
tion with the valuation of fixed as well as 
current assets although national income 
statistics do not yet make adjustment for 
incorrectly measured depreciation charges. 
It is probable, however, that underesti- 
mated plant and depreciation charges 
alone, if corrected, would show postwar re- 
turns on net worth to be normal rather 
than phenomenal as so often depicted. 
Terborgh, for instance, has estimated the 
rate of return for the three years, 1946-48, 
as 5.4 per cent of net worth, as against an 
average of 5.5 per cent for 8 prosperous 
prewar years.® The low corporate dividend 
payout of recent years is understandable 
in this light. It has been customary to talk 
of plowing back profits. In fact, in real 
terms corporate saving has been moderate. 
There simply has been less real or disposa- 
ble income to distribute than the public 
has been led to believe on the basis of cor- 
porate reporting. 


* The Guarantee Survey, December, 1951, p. 2. 
*“Inflation and Postwar Profits,” Machinery and 
Allied Products Institute, Chicago, 1949, pp. 20-3. 
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Finally, when adjustments are made for 
both inventory and depreciation charges, 
it is estimated that “fictitious” profits 
amount to $34 billion for the period, 
1946-51. This is 46 per cent of corrected 
net income.‘ 

An apparition of swollen profits has, 
therefore, been influential in complicating 
postwar business policies, labor policies and 
taxation. Financial reporting in terms of 
nonhomogeneous dollar costs has not 
provided a factual basis for decision- 
making in the light of real (economic) 
costs. Any improvement in financial re- 
porting which will enable the individual 
firm and the economy to better utilize re- 
sources in the satisfaction of wants is 
worth striving for. If this results in taxa- 
tion based on better measures of income, 
the reallocation of tax burden should en- 
hance productive efficiency and enlarge 
the social product. But unless business 
along with accountants take the initiative 
in improving income measurement, the 
amelioration of tax inequities will hardly 
be forthcoming. The case of LIFO illus- 
trates at least that the taxing authority is 
not immune to pressure for change. A tre- 
mendous responsibility rests with the ac- 
counting profession to provide the leader- 
ship necessary for sound patterns of im- 
provement in dealing with the “scram- 
bled” dollar situation. 


THE IMPLEMENTATION OF FINANCIAL 
REPORTING 


The thesis that an unstable monetary 
unit requires some implementation if 
financial reporting is to be relevant in 
terms of economic significance is generally 
conceded. The nature and extent of this 
implementation is the unsettled task. Pres- 
ent day proposals typically visualize the 
use of supplementary statements or at 


4 Grady, “A Proposal for Adoption of Standards of 
Disclosure for Changing Price Levels,” Journal of Ac- 
countancy, November, 1952, p. 567. 
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least the reporting of supplementary ad- 
justed data, particularly for inventories, 
plant and depreciation. 

The Study Group on Business Income 
has recommended the use of supplemen- 
tary statements using a general price level 
index or “the cost of replacing or restoring 
what has been consumed, sold, or has gone 
out of existence.””® The American Account- 
ing Association has recommended a gen- 
eral price index applied to all the elements 
of both the position and income state- 
ments, with the proviso that the converted 
statements be reconciled in detail.* In an 
effort to stimulate some positive action in 
the auditing sector of the accounting pro- 
fession, Grady has called for an extension 
of the concept of disclosure.’ 

There is no dearth of literature on this 
subject, yet the issues have rarely been 
presented in a satisfactory framework. As 
a result, divisions (if not rifts) have some- 
times appeared in professional thinking 
which create the impression that there is 
something irreconcilable about the differ- 
ent points of view or approaches to the 
problem. Progress in implementing the ac- 
countant’s role in the realm of statement 
presentation and interpretation will be 
furthered at this state if we recognize that 
there is no one simple solution. 

We need to gain a sense of perspective, 
because accountants like others are prone 
to see things according to their own 
“gestalt.” Some see the answer in limited 
special purpose tools like replacement cost. 
Others would adjust all reported data and 
state them in units of like purchasing 
power. Some apply their concepts to the 
income statement alone, while others 
would reinterpret all statements. Most 
would depend on supplementary state- 
ments, at least for the present. A few 

5 Changing Concepts of Business Income, Macmillan, 
1982, p. 104. 

upplementary Statement No. 2,” AccouNTING 


Review, October, 1951. 
7 Grady, op. cit., p. 566. 
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would adjust the records. Some straddle 
several fences. In the face of much cogent 
reasoning by advocates for current or re. 
placement cost, or specific or general pur- 
chasing power committed there is danger 
that we will wait for agreement and end up 
doing nothing. If accounting is to remain 
a tool of business, uniformity of action 
ought not be confused with collective 
wisdom. 

The fact remains that little experimen- 
tation has taken place. The president's 
letter in corporate annual reports to stock- 
holders does no more than decry the need 
to retain current earnings. At present, 
there is lacking direct reference in foot- 
notes or supplementary data as to the 
amount of inventory increase or decrease 
resulting from price level changes which is 
included in income or an approximation of 
the annual depreciation provision adjusted 
to current dollars. 

This might be called the footnote ap- 
proach and it is surprising that greater use 
has not been made of it since it involves 
no material change in accounting. There is 
reason to hope that coupled with more in- 
formative communication in annual re- 
ports about the peculiarities of the ac- 
counting process itself, the present aura of 
accuracy the public sees in a single net 
earnings figure might be corrected. The 
same holds true for the array of resources 
employed. One wonders whether the need 
is any less today than in 1932 when the 
Special Committee on Cooperation with 
Stock Exchanges pointed up the investor's 
need for information as to the accounting 
methods employed and the urgency of 
making investors aware of the limitations 
of even the best prepared accounts.® The 
usual opinion accompanying financial 
statements completely disregards what 

*Cf., Extracts from correspondence between the 
Special Committee and the Committee on Stock List 
of the N. Y. Stock Exchange, in Twenty-Five Years of 


Accounting Responsibility, B. C. Hunt (ed.), American 
Institute Publishing Co., 1936, pp. 112-125. 


are 
disto 
unit. 
Tk 
sibili 
Mor; 
in ac 
prov 

sion 

area 
ter u 
lo ose 

M 

may 

age 
plem 
ace 

The 

bers 
the | 
stock 

chas 
W 

dolla 
on t 
servi 
chas 
for 
econ 
impé 

rele 

inde 

app: 

eral 

side 
in th 

and 
A fi 

men 
mon 

like 

mos 

Obse. 
10 ¢ 


are often significant inconsistencies and 
distortions due to a variable measuring 
unit. 

The footnote approach thus has the pos- 
sibility of dealing in part with what Oskar 
Morgenstern has called specious accuracy 
in accounting.® It can also lead to an im- 
provement in the presentation of conclu- 
sions to which accounts lead. The footnote 
area deserves more investigation and bet- 
ter use than as a burial ground for assorted 
loose ends.?° 

More comprehensive implementation 
may take two directions. For internal man- 
agement and administrative purposes, sup- 
plementary statements prepared on a re- 
placement or current cost basis is desirable. 
The use of specific or special index num- 
bers is appropriate in this connection. For 
the purpose of supplementary reports to 
stockholders, however, the general pur- 
chasing power idea seems more relevant. 

What the stockholder departs with are 
dollars of purchasing power, a general call 
on the whole cross-section of goods and 
services. It is this sum of committed pur- 
chasing power that should be accounted 
for before profit or loss is reckoned in the 
economics sense. Only if the result of the 
impact of change in specific price indexes 
relevant to the firm approximates the re- 
sultant change from use of a general price 
index will it make little difference which 
approach is used. Once changes in the gen- 
eral price level are acknowledged and con- 
sidered material, however, gains or losses 
in the purchasing power of money received 
and disbursed ought to be accounted for. 
A fairly simple presentation of supple- 
mentary statements including changes in 
monetary factors would find something 
like the B.L.S. Consumers’ Price Index 
most expedient. 


*O. Morgenstern, On the Accuracy of Economic 


rations, Princeton University Press, 1950, pp. 24- 


” Grady, op. cit., points in the right direction. 
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OVERCOMING RESISTANCE TO CHANGE 


The responsibility for telling the story of 
enterprise rests with the business com- 
munity, but accountants in their profes- 
sional capacities have a unique oppor- 
tunity and obligation to assist. Insofar as 
the extension of financial reporting to in- 
clude interpretive statements presents 
problems real or fancied, accountants have 
a strategic role to play in meeting the dif- 
ficulties presented to management and in 
helping to gain understanding and accept- 
ance of what may seem like innovations. 
We might as well face up to the fact that 
this is more than an accounting problem. 
Interpretive statements which may pre- 
sent vastly different economic results than 
historical dollar reporting in time of infla- 
tion presents a public relations problem.” 
The business community is interested in a 
dynamic accounting. How we can promote 
change and bring less in the way of prob- 
lems and confusion rather than more is the 
question. 

The fact is that sound management can 
and has muddled through despite defects 
in the accountant’s art. Whether inven- 
tory gains are labeled as profits or not keen 
management has usually recognized their 
real nature. The same probably holds true 
for incorrect measurement of plant con- 
sumption. Prudent administration has 
been careful about distributing these illu- 
sory profits and impairing working capital. 
But sound management or not, one form 
of distribution is compulsory. This is taxa- 
tion. Insofar as taxed profits include mone- 
tary gains from general price level ad- 
vances, this forced disbursement has neces- 
sitated further curtailment of distributions 
to investors. Adjusted financial statements 
are required to tell this story adequately to 
stockholders. Those concerned with the 
niceties of a more ideal implementation of 

1 T.e., the board of direc 


ying dividends out 
of “economic” capital, ” and “unrealized” 
(long-term) gains or losses on monetary factors, etc. 
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financial statements might begin modestly 
by illustrating the inequity of the tax 
picture. 

In general, the accountant’s approach to 
management people responsible for report- 
ing to stockholders should reflect the needs 
of the particular company. In firms of a 
trading nature with fast turnover of stocks 
and little in the way of fixed assets, or 
where the bulk of the assets have been ac- 
quired fairly recently, nonhomogeneous 
dollar reporting may not be a serious prob- 
lem. Where LIFO is used at least the in- 
come statement approximates a common 
dollar basis. Disclosure of current cost of 
inventory in the position statement is es- 
sential however.” 

Financial reporting needs implementa- 
tion most in mature firms and industries 
with slower moving stocks and heavy in- 
vestment in fixed plant. The utility situa- 
tion is particularly bad because even with 
the recent expansion of capacity much of 
the plant in service is represented by pre- 
war dollars. In general, statement totals 
are hodge-podge and internal comparisons 
are misleading, as are comparisons over 
time whether they involve one or more 
firms in an industry. These income state- 
ments are particularly defective with reve- 
nues expressed in near-current dollars 
while deductions are a motley array of 
near-current wage costs, somewhat stale 
inventory costs, and often hopelessly out- 
dated depreciation charges. The calcula- 
tion of rates of return in these companies 
suffer from overstated numerators and 
understated denominators and are notori- 
ous abuses of conventional reporting. 

The accountant’s approach to responsi- 
ble management in these cases calls for 
negative as well as positive suggestions. 
As long as conventional position state- 
ments understate resources employed and 


2 Cf., McMullen, “Replacement Value of LIFO 
Inventories Should be Disclosed in Balance Sheet,” 
Journal of Accountancy, January, 1950. 
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overstate earnings, broad spreads of com- 
parative statements are definitely mislead- 
ing. Unless adjusted by index numbers for 
changing price levels comparisons over ex- 
tended periods of time should emphasize 
physical rather than monetary measures. 

In suggesting the desirability of supple- 
mentary statements, any notion that this 
entails .nterference with the transaction 
basis 0 accounts should be dispelled. Con- 
verted statements are additions to, not re- 
placements for historical dollar reporting. 
Moreover, there is little need for manda- 
tory requirements of such thoroughgoing 
conversion that the result is gained at too 
high a cost. Conventional accounting is 
full of estimate and judgement anyway. 
No pretense of great accuracy is warranted 
in the use of index numbers. Significant in- 
terpretive statements can be obtained 
nevertheless. Moreover, in line with the 
nature of the index number tool and the 
purpose for which it is to be used, certain 
labor-saving assumptions might be ad- 
vanced. Some of these involve the grouping 
of transactions into batches for purposes of 
conversion. Normally, monthly batches 
would give all the accuracy required, but 
even longer periods might be used and 
meaningful results produced. Additional 
simplification of method might easily in- 
volve the internal cancellation of monthly 
accruals. Experimentation will disclose the 
possibility of many rough approximations 
and short cuts. Managements ought not 
to be made to feel that supplementary 
statements carry a heavy burden of ac- 
counting paraphenalia and increased over- 
head. 

Progress will also be facilitated by ob- 
taining increased participation by business 
firms in investigating and publishing em- 
pirical evidence on the kind and extent of 
distortions due to nonhomogeneous dollar 
accounting. Collaborative research by pro- 
fessional accounting groups and progres- 
sive business firms will create a more ob- 
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jective climate than the espousal of tender 
theories has so far engendered. When 
enough nonpartisan studies are published 
the extension of financial reporting will 
come to be generally regarded by manage- 
ment and investors alike as a natural and 
desirable development. 

Jones’ study of the effect of inflation on 
nine steel companies and Bell’s account of 
the significance of depreciation measure- 
ment in the Armstrong Cork Company are 
examples of work that should promote ac- 
ceptance of the need for action in the 
sphere of statement implementation.” Un- 
til the burden of innovation is shouldered 
by a few courageous accounting and busi- 
ness leaders the present deadlock of pro- 
nouncement in committee and do-nothing 
in practice will drag on. 

Finally, progress depends upon getting 
out from behind the protective layer of 
form and tradition to the extent that it 
impoverishes the interpretive function. It 
isnot the conception of accounting implied 
by Accounting Research Bulletin No. 9 
which sanctions the dogged recording and 
tracing of historical dollars and their 
matching with whatever kind of future 
dollars come into being. Meaningful state- 
ments involve more than impeccable book- 
keeping. It cannot be overemphasized that 
while we debate about the fact that some 
costs are matched on a more current basis 
than others, the interpretive function of 
accounting calls for vision now. 

While broader understanding of the con- 
ditions under which recorded dollar costs 
are unsatisfactory economic quanta has 


¥R. C. Jones, “The Effect of Inflation on Capital 
and Profits: The Record of Nine Steel Companies,” 
Journal of Accountancy, January, 1949, pp. 9-27; 
A.L. Bell, “Fixed Assets and Current Costs,’”’ ACcoUNT- 
ING Review, January, 1953, pp. 44-53. 


485 


yet to evolve in the public mind, account- 
ants have the even more basic task of cor- 
recting erroneous notions about the nature 
and significance of financial reporting it- 
self. The unguarded acceptance of the 
finality of the periodic net income figure 
has been condoned too long. Widespread 
confusion still exists with regard to the dis- 
tinction between income determination 
and income administration. One wonders 
why more intelligent use has not been 
made of the ‘“‘statement of funds.’ 


CONCLUSION 


The recent inflation has brought about 
a critical awareness that rational action 
has been handicapped by impaired cor- 
porate statistics. The extension of financial 
reporting to include supplementary state- 
ments is in accord with the increased im- 
portance of the interpretive function of 
accounting. Conventional statements in 
terms of original dollar values will always 
be necessary. Indeed supplementary state- 
ments require that the basic job be well 
done. 

Perhaps, if we can get some experimen- 
tation by management, at first in an in- 
formal way outside the regular statements, 
adjusted statements will take hold and 
eventually will be included in the account- 
ant’s opinion. Progress in this area, how- 
ever, calls for greater thought and effort in 
understanding and overcoming resistance 
to change. Business enterprise and the 
accounting profession have a mutual re- 
sponsibility in promoting the development 
of reporting which is vital in an economic 
and operational sense. 


“4 Cf., R. Wixon, “The Measurement and Adminis- 
tration of Income,” AccountTiNG Review, April, 
1949, pp. 179-90, 
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HISTORICAL DATES IN 


of dates which appear to be signif- 

icant in the development of account- 
ing as we know it today. These dates, we 
believe, through their historical value will 
give anyone interested in accounting a bet- 
ter understanding of the subject. From the 
past and from the present, a person has a 
better appreciation of what may come in 
the future. 


4500 B.c. 


Ts FOLLOWING is a chronological list 


Taxes were levied and collected in the 
Babylonian Empire... Babylonian 
influence became the center of com- 
merce and business in its day. 

Early systems of numbering devel- 
oped in Egypt and Chaldea. 

Early numbering devices such as the 
Chinese abacus and the Peruvian 
quipu appeared. 

Clay tablets were used to record the 
salary payments for services per- 
formed in the temples of Babylon. 
The Hammurabi Code was passed 
during the reign of Hammurabi in 
Babylon. This code set the stage for 
laws of agency and contract and the 
principle of requiring written evidence 
for transactions. 

The first record of internal control 
was used when an Egyptian treas- 
urer’s activities in collecting grain 
were checked by a scribe. 

Records have been found of a banking 
firm, Egibi and Sons, in Babylon. 

A clay tablet was used to record the 
dissolution of a partnership and divi- 
sion of the stock. 

Clay tablets indicated a record of a 
loan of money, which, if not paid 
within a month, would bear interest 
at 20%. 

Papyrus (paper) and calamus (pen) 
as record-keeping devices in Egypt 
first appeared. 


3400 B.c. 


3000 B.c. 


2300 B.c. 


2285 B.c. 


2000 B.c. 


1000 B.c. 


549 B.c. 


542 B.c, 


400 B.c. 


* Prepared by George Abs, Clayton Grimstad, 
Robert Hay, W. Asquith Howe, William La Place, 
Francis J. McGurr, and William Serraino. 

This project was completed in an accounting seminar 
under the direction of Professor W. B. Jencks, College 
of Commerce and Administration, Ohio State Univers- 
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400 B.c. 


300 B.c. 


200 B.c. 


200 B.c. 


200 B.c. 


100 B.c. 


5 A.D. 


292 


500 


751 


831 


850 
1086 


ACCOUNTING* 


Partnerships and companies existed in 
Greece. 

The position of treasurer in the Greek 
government . . . position was held by 
Demosthenes . . . was created. 

The position of quaestor, a Roman 
official who examined the accounts of 
the provincial governors, was created, 
Accounting for the Roman Republic 
was an enlargement of the system 
used by the family head. Daily re- 
ceipts and disbursements were entered 
in a day book, and posted monthly to 
a register, which was, in effect, a led- 
ger. 

The Greeks kept “cash receipts and 
disbursements” records showing rent 
and interest as income; sacrifices, 
wages, and entertainment were re- 
corded as expenditures. Use of drafts, 
letters of credit and day books was 
prevalent. 

Joint stock companies existed in 
Rome. 

Augustus, a Roman emperor, made 
the first budget. 

Diocletian, Roman emperor, created 
decentralized dioceses, each composed 
of several provinces, which reported 
financial information to Rome. 

The papal treasury at Rome was 
supervised by a treasurer under whom 
a paymaster functioned. A decentral- 
ized system of accounting for revenues 
existed. Upon receipt of collections 
from various church members, repre- 
sentatives sent it to the papal treasury 
at Rome. 

Arabs learned the secret of paper 
making from the Chinese. 
Charlemagne ordered his famous 
“Capitulare de Villis” which required 
an annual inventory of property. 
Expenses and revenue were recorded 
in separate books and the balance 
sent to the king. 

A deed was executed between the 
Abbot of St. Ambrose and Senior 
Donnolo. This deed was signed by an 
“accountant.” 

A decimal system was used by the 
Arabs. 

William, the Conqueror, made his 
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Doomesday Book which was a register 
of all property. From this register 
revenue and taxes were ascertained. 
The Crusades started, which stimu- 
lated commerce with the East and 
which made record keeping by “ven- 
ture” imperative. 

Audits were made during the reign of 
Henry I. 

The compilation of the English Pipe 
Roll was started. It was a record of 
taxes, debts, and other liabilities due 
the crown. 

The style of accounting used for estate 
accounting was the “Charge and Dis- 
charge” method, still applicable in 
estate accounting. 

Bills of exchange made their appear- 
ance. 

The Bank of Venice was established. 
At this time partnerships were taking 
the place of individual enterprises. 
Italian laws required that accountants 
help compile General Regulations of 
Taxable Lands for municipalities. 
Guild members were required to keep 
records. 

Arabic numerals were introduced to 
Europe in book form. 

A record was found of “cross entries” 
in books of accounts of a banking or- 
ganization in Florence, Italy. 

A record in the nature of a journal of 
cash transactions was kept by Pope 
Nicholas III. 

An auditor was appointed to audit the 
books of the Commune of Pisa. 
Transactions were no longer recorded 
in narrative form. Similar transactions 
were grouped together. Pages were 
totaled, but the totals were not carried 
forward. 

An audit of the accounts of the City 
of Dublin was made. 

German books of account were kept 
for a Hermann & Johann Wittenborg 
in the town of Lubeck. 

The accounts of the city of London 
showed greater skill in accountancy 
than was previously known. 
Italian merchant, Peruzzi, 
“books” of various colors. 
The first record of a complete double 
entry system of bookkeeping was 
found at Genoa. 

The first of Bonis Brothers (France) 
used ledgers, journal, deposit book. 


used 
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In manufacturing plants, the account- 
ing period was the length of time 
needed to complete a certain quantity 
of product. 

The Bank of Medici used double 
entry bookkeeping. 

Lateral accounts first appeared with 
debits on the left and credits on the 
right, replacing the use of vertical ac- 
counts. 

First evidence of cost accounting ap- 
peared in “job order” costing of card- 
ing of wool in Italy. 

Soranzo Brothers, of Venice, not only 
kept ledgers but such accounts as 
“Profit and Loss” and ‘‘Capital.”’ 
Barbarigo firm of Venice used ledgers 
with an alphabetical index. 

Benedetto Cortrugli’s treatise was 
supposedly the forerunner of Pacioli’s 
manuscript on double entry book- 
keeping. 

Books were closed and profit calcu- 
lated on an annual basis in Genoa. 
Duke Grandaleozzo Maria Visconti, 
of Milan, granted to Giovanni Lon- 
gone, his accountant, the legal right to 
confer upon his descendants the office 
of Accountant of Milan. 

Pacioli’s treatise on bookkeeping, 
“Summa de Arithmetica, Geometria, 
Proportioni, et Proportionalita,” was 
published. This publication serves as 
the basis of many present bookkeeping 
techniques. 

Heinrich Schreiber published the first 
German book on bookkeeping. 
Tagliente, an Italian writer, wrote a 
book containing pro forma entries 
based upon the principles of Pacioli. 
Arabic numerals used in an account- 
ing text by Gottlieb. 

Domenico Manzoni, an Italian writer, 
also wrote a book based on Pacioli’s 
principles. 

Hugh Oldcastle, first English book- 
keeper, wrote a treatise on bookkeep- 
ing. 

In Holland, Jan Ympyn Christoffels 
wrote a book, based on Pacioli and 
Manzoni, where he first introduced 
the concept of the trial balance. 

The first accounting association was 
formed in Italy. 

Don Pietra, a Benedictine monk, was 
the first author to think of a business 
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enterprise as separate and distinct 
from its owner. 

Nicholas Petrie, of Holland, published 
a treatise in which a compound 
journal entry first appeared. 

John Mellis, of England, first intro- 
duced the idea of depreciation as 
charge to profit and loss. 
Passchier-Goessens, of Germany, re- 
arranged the ledger by placing the 
name of the account at the top of each 
ledger page. 

At this time the accounts of Plantin, 
a Flemish printer and publisher, con- 
tained many elements of a modern 
job-order cost system. Separate cost 
accounts were kept for each book pub- 
lished. 

The Dutch East Indies Company was 
formed where “‘shares” were sold. This 
is beginning evidence of divorcing of 
owners from management. 

Simon Stevin, of Holland, made a 
contribution in his book, Mathemati- 
cal Traditions; he started the concept 
of closing accounts every year; he 
separated the ledger and set up books 
in subsidiary ledgers; he laid the 
foundation for municipal accounting. 
The accounts of Merchants’ House of 
Glasgow were audited. 

I. Carpenter, of England, wrote a book 
in which he advocated that all entries 
appearing in the ledger pass through 
the journal. 

Richard Dafforne (England) wrote 
“The Merchant’s Mirror” which pro- 
vided illustrative entries to be learned 
and applied. 

George Watson, of Scotland, was the 
first man to practice accounting as a 
sole means of livelihood. 

The public schools of Boston gave in- 
struction in bookkeeping. 

Robert Colinson wrote the first 
Scotch literature on bookkeeping. 
The South Sea Company was organ- 
ized in England to take over the un- 
funded national debt. After the com- 
pany failed, many financially ruined 
investors demanded an investigation. 
A public accountant, Charles Snell, 
was appointed by Parliament to in- 
vestigate the records. Such is the be- 
ginning of public protection of inves- 
tors by hiring a public accountant. 
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A book was written by Thomas King 
(England) illustrating ledgers with 
debits and credits on separate pages, 
John Vernon authored the first Irish 
bookkeeping text. 

In Edinburgh the totals on pages of 
charge and discharge records were car- 
ried forward to the next page. 

The Mississippi Bubble, similar to the 
South Sea escapade, burst. 

The need for business instruction in 
Boston was satisfied by private writ- 
ing schools which included bookkeep- 
ing in the curriculum. 

John Mair, of Scotland, wrote the first 
successful bookkeeping text, which 
was standard for 50 years. 

The Association of Accountants at 
Milan required a superior knowledge 
in Latin and law of their members. 
The directory of Edinburgh, the first 
to be published in that city, contained 
the names of 7 persons who were des- 
ignated accountants. Thus the ac- 
counting profession was being recog- 
nized. 

Hamilton (Scotland) introduced the 
concept of accruals in a book that he 
wrote. 

The U. S. Congress passed an act 
which created the Treasury Depart- 
ment and provided for an auditor and 
comptroller, 

Charles Emmanuel III, of Italy, 
recognized “chartered” accountants 
as the only accountants qualified to 
discharge the duties of public ac- 
countants. Such an act is evidence of 
the beginnings of professional restric- 
tion on public practice. 

Edward Thomas Jones (England) 
patented a book and its accounting 
system for which he charged $5 for 
every user. 

The State of Prussia enacted a bill 
which required assets to be shown on 
the balance sheet at the lower of cost 
or market. 

William Mitchell, of Philadelphia, 
wrote the first American bookkeeping 
text. 

Columnar journals were used for the 
first time in a book by Degrange. 
Napoleon of France stated in a decree 
that an accountant would not be 
permitted to practice until he had 
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passed a required examination and 
had served three years with an ap- 
proved accountant. Such practice re- 
strictions still prevail. 

The firm of Cowperthwaite & Son, 
dealers in furniture, introduced the in- 
stallment method of merchandising 
into the United States in New York. 
The first general corporation law was 
passed in New York. 

Payen (France) wrote a book on cost 
accounting. 

Accountants began assisting in Eng- 
lish bankruptcy cases. 

John Bennett conducted double entry 
bookkeeping instruction in New York. 
Uruguay was the first country in the 
Western hemisphere to legally recog- 
nize and regulate accountancy. 

Pope Gregory XVI ordered that pub- 
lic accountants concerned with papal 
activities should pass an examination 
in technical subjects and should sub- 
mit a thesis. This was the first time a 
thesis had been required in the study 
of accounting. 

Argentina enacted legislation regu- 
lating the practice of accountancy. 
The requirements included Argentine 
citizenship. Only eight accountants 
were allowed to practice. 

Before declaring a dividend, the direc- 
tors of the Boston and Worcester 
Railroad reserved $15,000 for deteri- 
oration and depreciation of the equip- 
ment beyond repair. 

Tappan & Company, the Dun & Brad- 
street of today, was organized in New 
York. 

The English Companies Act permitted 
stock companies for the first time 
since the 18th century frauds. 

The English Companies Act of 1845 
provided for auditors of all railroads. 
These auditors were to employ ac- 
countants, if needed. 

Peter Douff’s “North American Ac- 
countant”’ showed an early antece- 
dent of the report form of balance 
sheet. 

The English Bankruptcy Act provided 
much “winding-up” work for ac- 
countants. 

The first public accounting society 
was formed in British Isles at Edin- 
burgh, Scotland. 
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Colburn’s Railroad Advocate urged the 
recognition of depreciation by “‘set- 
ting aside sums each years to cover 
the replacement.” 

Inventories were valued at lower of 
cost or market in Germany. 

Price & Waterhouse firm was estab- 
lished in London. 

The first income tax law in the United 
States was passed during the Civil War. 
The English Companies Acts of 1862 
recommended that all corporations 
have audits performed by independent 
auditors. 

The Scottish Societies of Glasgow, 
Edinburgh, & Aberdeen entered into 
an agreement to standardize examina- 
tions and to form a general examining 
board for Chartered Accountants. 
The first English accountants’ so- 
ciety, the Incorporated Society of 
Liverpool Accountants, was estab- 
lished. 

Canada was the first British colony to 
recognize public accountancy (Mon- 
treal). 

In an English case, Davidson v. Gillis, 
the court gave support to an allow- 
ance for depreciation regarding it as 
replacing the asset. 

The English adopted the term, Char- 
tered Accountant, (C.A.), which had 
been used in Edinburgh since 1853. 
Institute of Accountants (London) 
was incorporated by Royal Charter as 
The Institute of Chartered Account- 
ants in England and Wales. 

Joseph Wharton established the first 
American collegiate school of business 
which later became a part of the Uni- 
versity of Pennsylvania. 

The Institute of Accountants & Book- 
keepers was formed in New York. 
The first examination was required of 
chartered accountants in England. 
The accounting firm of Barrow, Wade, 
& Guthrie was founded in New York. 
An accounting course was offered as a 
part of the curriculum at the Wharton 
School of Finance & Commerce. 

The Society of Incorporated Account- 
ants and auditors registered under the 
Companies Act of 1885. 

The American Association of Public 
Accountants was incorporated in New 
York. 
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The accounting firms of Price Water- 
house & Co., and Barrow, Wade, & 
Guthrie established offices in Chicago, 
Illinois. 

The American Association of Public 
Accountants started a night school of 
accounts under the authority of the 
Regents of New York University. The 
school failed. 

In the case of Pollock v. the Farmers’ 
Loan & Trust Company, the Supreme 
Court ruled that the income tax law 
was invalid since it was a tax which 
violated the provision that no tax 
shall be laid unless in proportion to the 
census. 

The accounting firm of Haskins & 
Sells was founded in New York. 
Netherlands Institute of Accountants 
was formed. 

A commission approved the Uniform 
Negotiable Instruments Act as it now 
stands on most state statute books. 
The first German Society was formed. 
The New York legislature passed a 
bill to regulate public accounting. 
The title “C.P.A.” was to be obtained 
by professional examination adminis- 
tered by New York University. Such 
a bill served as the model for the 
several state bills to follow. 

The first State Society of CPA’s was 
founded in New York. 

The Universities of Chicago & Cali- 
fornia formed Colleges of Commerce. 
Pennsylvania passed accounting legis- 
lation regulating the practice of ac- 
counting. 

The first woman CPA in the United 
States was recognized. 

New York University organized the 
School of Commerce, Accounts, & Fi- 
nance. 

The English Companies Act of 1900 
required auditors to audit the books. 
Auditors were elected by the stock- 
holders. 

In England a committee was formed 
(composed of Chartered Accountants) 
to standardize terms and accounting 
principles. 

The firm of Lybrand, Ross Bros., & 
Montgomery was formed in New 
York. 

The Federation of Societies of Public 
Accountants in U. S. was formed. Its 
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chief purpose was to secure the pass. 
age of a federal act regulating ac. 
countancy. 

The first important consolidated bal- 
ance sheet was issued by U. S. Steel, 
The firm of Ernst & Ernst was formed 
in Cleveland. 

The first Belgian Society was formed, 
The first International Congress of 
Accountants was held in St. Louis, 
Cost accounting was being taught in 
the University of Pennsylvania and 
New York University. 

The first accounting association jp 
Vienna was known as: “College of Ex- 
pert Accountants in Vienna.” 

The Federation of Societies of Public 
Accountants, formed in 1902, merged 
into the American Association of Pub- 
lic Accountants, formed in 1887. The 
society advocated federal regulation of 
public accountancy. 

The first issue of the Journal of Ac- 
countancy was published. 

This year marked the beginning of 
state laws establishing uniform sys- 
tems of accounts for public utilities. 
The Uniform Sales Act was approved 
by the Commission on Uniform State 
Laws. 

Accounting systems were being taught 
at New York University. 

The Treasury Department changed 
from single entry to double entry 
bookkeeping. 

The accounting profession started to 
set up rules of professional conduct. 
Sprague wrote The Philosophy of Ac- 
counts. 

Cole wrote Accounts—T heir Construc- 
tion and Interpretation. “Where Got— 
Where Gone” statement was intro- 
duced. He advocated setting up sales 
and purchases net, and showing dis- 
counts lost. 

Henry Rand Hatfield wrote Modern 
Accounting. 

The first U. S. corporation excise tax 
law, measured by income, was en- 
acted. 

Denmark authorized the practice of 
accounting, reserving the right to pro- 
hibit the practice if ethics were vioc- 
lated. 

Massachusetts made it compulsory 
for all savings banks in the state to 
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be audited by CPA’s once a year. 
The University of Pennsylvania of- 
fered a bachelor’s degree with a major 
in accounting. New York University 
offered a master’s degree with a major 
in accounting. 

Kansas passed a “Blue Sky” law, re- 
quiring the licensing of securities 
brokers. 

Montgomery wrote Auditing Theory 
and Practice. 

The Sixteenth Amendment became 
effective. 

The 1913 Revenue Act was passed on 
October 3, 1913 . . . effective March 1, 
1913. 

The Federal Reserve banking system 
was established. 

The Uniform Partnership Act was 
approved by the Commission on Uni- 
form State Laws. 

The American Association of Univer- 
sity Instructors in Accounting was or- 
ganized in Columbus, Ohio. 

The American Association of Public 
Accountants changed its name to 
American Institute of Accountants. 
The first estate tax was enacted. 

The Revenue Act of 1917 imposed the 
first excess profits tax. 

The American Institute of Account- 
ants and the Federal Reserve Board 
collaborated to issue the “Approved 
Methods for Preparation of Balance 
Sheet Statements,” with the objective 
of standardization of the audit and 
audit report. 

Roy B. Kester wrote Accounting 
Theory and Practice. 

The first AIA examination was given. 
The Uniform Conditional Sales Act 
was approved by the Commission on 
Uniform State laws. 

The National Association of Cost Ac- 
countants was organized at Buffalo, 
New York. 

The case of Landell v. Lybrand, 
pointed out that the accountant had 
no liability to third parties unless he 
was grossly negligent since there was 
no contract with the third party. 
Beta Alpha Psi, an accounting fra- 
ternity, was formed at the University 
of Illinois. 

English women were allowed to be- 
come Chartered Accountants. 
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A. C. Littleton wrote Elementary Ac- 
counting. 

The Federal Power Commission Act 
introduced regulatory accounting. 
The American Society of CPA’s was 
organized in Washington. 

The Revenue Act of 1921 permitted 
the use of the lower of cost or market 
as a means of pricing inventory. 

New Mexico was the 48th state to 
recognize a public accounting statute. 
The first Accountant’s Index was pub- 
lished. 

The Government Accounting Office 
was established. 

The federal budget system was inau- 
gurated. 

The Puerto Rico Institute of Account- 
ants was formed. 

The District of Columbia, Alaska, 
and Hawaii and the Philippine Islands 
passed CPA laws. 

The American Association of Univer- 
sity Instructors in Accounting and the 
American Institute of Accountants 
set up committees on education. 

The Board of Tax Appeals was set up 
by the Revenue Act of 1924. 

The Alabama CPA law was upheld 
by the U. S. Supreme Court. 
Michigan granted accountants the 
right of privileged communication 
with their clients. 

The Accounting Review was published 
quarterly. 

The Revenue Act of 1926 provided a 
special method of reporting income 
from installment sales. 

In the case of Ipswich Mills v. Dillon, 
the court held that public accountants 
were the sole owners of their working 
papers unless the contract of employ- 
ment stated otherwise. 

Accounting was legally recognized in 
France. 

In Germany, legislation was passed 
giving accountants of the tax depart- 
ment the right to inspect corporation 
books for tax purposes. 

New York passed a law requiring a 
CPA candidate to be a college gradu- 
ate to sit for the examination after 
January 1, 1938. 

The AIA set forth rules of professional 
conduct. 

The NACA “Topical Index” was pub- 


ass- 
ac- 
bal- 
ned 
ed, 
of 
in 
and 
in 
Ex- 
blic 
ged 
ub- 
Che 
of 
Ac- 
of 
1es. 
ed 
ate 
ght 
zed 
try 
to 
t. 
Ac- 
t— 
ro- 
es 
is- 
tax 
n- 
of 
ro- 
i0- 
ry 
to 


1931 


1931 


1932 


1932 


1933 


1934 


1934 


1934 


1934 


1935 


1935 


1936 


1936 


1937 


1938 


1938 


1939 


1939 


1939 


lished. 

The first chapter of the Controllers’ 
Institute was established in New York. 
Accountants were held to be liable to 
third parties for gross negligence... 
Uliramares v. Touche. 

The New York Stock Exchange re- 
quired statements by independent ac- 
countants from all listed corpora- 
tions. 

The Revenue Act of 1932 imposed a 
gift tax. 

The federal Securities Act of 1933 
compelled the disclosure of pertinent 
information concerning securities pub- 
licly offered and sold in interstate 
trade or through the mails. Registra- 
tion statements were required. 

The Securities and Exchange Com- 
mission was formed. 

The Securities and Exchange Act was 
passed to regulate trade in securities 
on a national basis and over-the- 
counter. The Act required registration 
statements. 

Section 77B of the Bankruptcy Act 
was passed establishing corporate re- 
organization procedure. 

The National Committee on Munici- 
pal Accounting was formed. 

The Social Security Act was enacted 
providing for payroll deductions by 
employer and employee. 

The Public Utility Holding Company 
Act was passed. 

The Robinson-Patman Act was 
passed, prohibiting discriminatory 
pricing. 

The AAA’s Tentative Statement of Ac- 
counting Principles Underlying Cor- 
porate Financial Statements was pub- 
lished. 

The SEC issued its first accounting 
release. 

The Fair Labor Standards Act re- 
quired detailed payroll records be kept 
for five years. 

The Chandler Act, an amendment to 
the Bankruptcy Act, became effective. 
The Revenue Act of 1939 permitted 
the use of the LIFO method of inven- 
tory costing. 

The McKessons Robbins Case re- 
sulted in strengthening auditing pro- 
cedures. 


The American Institute of Account- 
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1939 


1940 


1940 


1940 


1940 


1941 


1941 


1942 


1942 


1942 


1943 


1944 


1945 
1945 


1946 


1947 


1947 


1947 


ants started publishing Accounting 
Research Bulletins and Statements on 
Auditing Procedures. 

The Trust Indentures Act was ep. 
acted. 

The Institute of Internal Auditors 
was formed. 

The Investment Company Act of 
1940 brought investment companies 
under the Securities and Exchange 
Commission. 

The Securities and Exchange Com- 
mission issued Regulation S-X. 

The Second Revenue Act of 1940 in- 
troduced an excess profits tax. 
American Accounting Association re- 
vised the 1936 Stat.ment of Accounting 
Principles Underlying Corporate Fi- 
nancial Statements. 

The first of the New York University 
Institutes on Federal Taxation was 
held. 

The Board of Tax Appeals was 
changed to the Tax Court of the 
United States. 

The Federal Reports Act was passed 
to reduce and simplify reports and 
questionnaires rendered to the federal 
government. 

Price controls were enacted. Renegoti- 
ation laws were passed. 
Withholding provisions were included 
in the income tax law. 

The National Conference of Lawyers 
and Certified Public Accountants was 
formed to foster better professional 
relationships. 

The excess profits tax was removed. 
The George bill provided for compre- 
hensive audits of government corpora- 
tions. The Corporation Audits Divi- 
sion of the General Accounting office 
was formed. 

The American Institute of Account- 
ants published Contemporary Accounl- 
ing, Thomas Leland, editor. 

The American Institute of Account- 
ants and the Rockefeller Foundation 
sponsored the Business Income Study 
Group. 

Labor Management Relations Act 
(Taft-Hartley) was passed requiring 
all labor unions to prepare financial 
statements. 

The American Institute of Account- 
ants began publication of Case Stud- 
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ies in Auditing Procedure. 

The American Association issued Ac- 
counting Concepts and Standards Un- 
derlying Corporate Financial State- 
ments. 

The American Association issued a 
tentative statement of the fundamen- 
tal concepts of cost accounting. 

The American Institute of Account- 
ants began publishing their annual 
surveys of corporate reports. 

The Institute of Internal Auditors 
issued Responsibilities of the Internal 
Auditor. 

The American Institute of Account- 
ants issued Statements on Auditing 
Procedure No. 23 relative to the ac- 
countant’s opinion. 

The first Inter-American Conference 
on Accounting was held in San Juan, 
Puerto Rico. 

Another excess profits tax was en- 
acted. 

The Securities and Exchange Com- 
mission extensively revised Regula- 
tion S-X. 

The Federal Government Account- 
ants Association was formed. 

The Society of Accountants in Edin- 
burgh, The Society of Accountants and 
Actuaries in Glasgow, and The So- 
ciety of Accountants in Aberdeen 
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combined to form The Institute of 
Chartered Accountants of Scotland. 
1951 The American Institute of Account- 
ants published a codification of their 
Statements on Auditing Procedures. 
1953 The American Institute of Account- 
ants published the CPA Handbook, 
and also revised and restated their Ac- 
counting Research Bulletins. 


It is recognized that this list is not all- 
inclusive. Consequently, we should appre- 
ciate any additions which the reader might 
consider significant. For rather obvious 
reasons, no text books after 1920 have been 
listed. 

While we realize that these dates may be 
controversial to some readers, we do think 
that it is a good “jumping-off place” to list 
the significant dates in the history of ac- 
counting. If some readers have any com- 
ments, criticisms, suggestions, or opinions 
regarding the accuracy, completeness, and 
significance of these dates, the authors 
would appreciate receiving them, ad- 
dressed to the Accounting Department, 
Ohio State University, Columbus 10, 
Ohio. 
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THE TEACHERS’ CLINIC 


FRANK S. KAULBACK, JR. 


Eprror’s Nore: Many of the experienced teachers, as wel] as some of the new ones have developed devices 
and techniques for the presentation of certain of the knotty aspects of accounting, and it is felt that such sug- 
gestions might well be made available to the other members of the teaching profession through The Teachers’ Clinic. 
Accordingly, contributions are hereby invited. Please address all correspondence to Frank S. Kaulback, Jr., 
School of Commerce, University of Virginia, Charlottesville, Virginia. 


BUSINESS INCOME AND THE CASH BASIS 


C. SHARITS 
Bureau of Internal Revenue 


It has been said that money profits are 
basic to the management of a business. In 
some cases the computation of net income 
on a cash basis more nearly reflects money 
profits than does the accrual basis, sug- 
testing this question: Under what circum- 
stances may net income be accounted for 
on the cash basis? 

Perusal of widely used accounting text- 
books reveals that most authors merely 
point out the deficiencies of a cash receipts 
and disbursements method. The cash 
basis, where properly applied, involves 
considerably more than receipts and dis- 
bursements. Further, the results obtained 
for an annual accounting period may be 
both acceptable and realistic. The writer’s 
experience in accounting training ac- 
tivities leads to two conclusions: 

(1) The cash basis is widely used by businesses 
dealing in services, including partnerships and 
corporations as well as sole proprietorships, 
associations, and trusts. 


(2) The average accounting graduate does not 
understand accepted cash-basis procedures. 


An example of poor accounting practice 
was Corporation X, selling furniture at 
retail and reporting in this manner: Sales 
were total cash collections from customers; 
cost of goods sold was total payments to 
merchandise creditors; expenses were de- 
ducted as paid; and no inventory was 
taken in six years’ operations! Obviously 
the auditor had to deal with the problem 
of changing both the accounts and financial 


statements to an accrual basis. 

It is proposed that teaching acceptable 
procedures in computing net income on a 
cash basis not only is practical but also 
gives the student a far better understand- 
ing of the accrual basis. While the com- 
plete accrual basis is an ideal or standard, 
it rarely exists in practice. Thus, monthly 
telephone bills seldom coincide with calen- 
dar months but adjustments are not made 
for a few days’ service. The accrual basis 
need not be carried beyond acceptable 
limits in recording income and expense for 
the period. 

Discussion of the cash basis gives the 
instructor an opportunity to make clear 
the fact that income is gain, not cash. The 
effectiveness of this teaching can not be 
fully appreciated until actually used in the 
classroom. The following is a survey of 
cash-basis procedures that have been pre- 
sented to accounting classes conducted by 
the writer. 


CASH BASIS DEFINED 


Accounting on the cash basis means 
that net income is determined by (a) in- 
cluding income and gains actually or con- 
structively received and (b) deducting 
those expenses actually or constructively 
paid, losses sustained, and allowable de- 
preciation or amortization for the period. 

Net income on a cash basis could be the 
excess of receipts over payments; but this 
generality is subject to many exceptions. 
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First, not all receipts are income. Cash 
may be received as capital investment, as 
aloan, from the sale of fixed or investment 
assets with no element of income (gain). 
Second, not all disbursements are ex- 
penses; €.g., distributions or withdrawals 
of capital or earnings, purchases of fixed 
assets or investments, repayment of loans, 
and so on. Third, property having a fair 
market value may be transferred in lieu of 
cash. Finally there is the question as to 
what constitutes a receipt or disbursement 
for the year. 


RECEIPTS AND INCOME 


Cash includes not only money but also 
commercial paper redeemable in money on 
demand such as money orders, bank drafts 
or checks. It does not include notes or 
similar promises to pay money at some 
future time. The general rule is that a bank 
check received constitutes an actual or 
conditional receipt, even though the holder 
refrains from depositing or cashing the 
check until a later date. However, accept- 
ance of a post-dated check, or one which 
can not be cashed because the maker now 
has insufficient funds on deposit, is not a 
cash receipt. It follows that a worthless or 
forged check is no receipt. 

Transactions near the end of the year 
call for decision as to the exact time re- 
ceipt occurs. For example, it has been held 
that a check received after banking hours 
on December 31 constitutes a receipt for 
the current year. On the other hand a 
check mailed December 31 in the usual 
course of business but not received until 
January is a receipt of the later year. A 
debatable situation is receipt by credit 
such as on a bank savings account. The 
general rule is that income is received when 
set aside or credited without any restric- 
tion as to withdrawal. In practice the in- 
terest on savings accounts is credited as of 
the close of business December 31 although 
seldom entered in the passbook on that 
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date. Nevertheless, such interest usually is 
included in income at December 31. 

Constructive receipt of cash can occur in 
many ways. The money must be available 
without restrictions or limitations. For ex- 
ample, a bond coupon matures but is not 
cashed when due. If the money was avail- 
able it has been constructively received. 
Assume that a company has an amount 
receivable applied or credited against its 
debt owed. There is constructive receipt of 
the amount due and constructive payment 
of debt even though no money passes 
hands. The receipt of cash by an author- 
ized collection agent of a business is the 
same as actual receipt. Similar reasoning 
applies to the assignment of an amount 
already due but collected by the assignee. 

The income of a sole proprietorship, or a 
partner’s share of business income, is in- 
come to the individual on a cash basis 
whether or not actually withdrawn. Simi- 
larly, compensation for services credited to 
the account of a company and subject to 
withdrawal at any time is income con- 
structively received on the cash basis. 

The negotiable note of a solvent third 
party may be treated as income on a cash 
basis to the extent of its fair market value 
if such note is accepted as payment or as 
discharge of the liability for services. Any 
difference between face value and present 
value, or discount, will be income when 
cash is realized. On the other hand, if a 
note is received merely as security for or 
as evidence of an obligation there is no 
income on a cash basis at the time of re- 
ceipt of the note. The main point here is 
whether something other than money has 
been accepted as cash receipt. If so the 
fair market value of the thing taken as 
payment is the amount to be included in 
income on the cash basis. 

For income tax purposes an exception to 
the general rule of receipt is the election 
permitted, under section 42(b) of the In- 
ternal Revenue Code, to report the 


| 
ble 
ilso 

d- 
rd, 
hly 
en- 
ade 
ASIS 
ble 
for 
the 
ear 
The 
be 
the 
of 
by 
ans 
in- } 
on- 
ing 
ely 
de- 
the 
his 
ns. 


496 


periodic increase in redemption value of 
obligations such as U. S. Savings Bonds as 
income on the cash basis even though not 
actually received by redeeming such ob- 
ligations during the year. 

A problem facing the accountant is 
proper statement presentation of accounts 
receivable from customers or clients where 
income is computed on the cash basis. An 
example is amounts currently receivable 
for services rendered but not yet reported 
as income because not collected. The bal- 
ance sheet would be incomplete if this 
asset were ignored. One solution would be 
to add a footnote stating the estimated 
collectible amount of receivables. A_better 
method is to include offsetting amounts in 
the balance sheet by adjustment thus: 


Current Assets: 


Accounts Receivable, estimated collectible. $4,675 
Deferred Credits: 
Unrealized Gross Income on cash basis.... $4,675 


The above applies only to receivables 
arising from income transactions. On an 
accrual basis the entry would debit the 
receivable and credit income; but on the 
cash basis, income is not to be credited 
until cash is realized. Other receivables 
arising from non-operating sources, such 
as a cash loan, will be included in the 
balance sheet whether income is on a cash 
basis or accrual basis. The original entry 
would have been a debit to loan receivable 
and credit to cash; that is, only balance 
sheet accounts are involved. 

A similar situation is a sale of invest- 
ment securities held by a business not a 
dealer in securities. If legal title has passed 
at the end of the period but the price has 
not been collected (therefore gain can not 
be reported on a cash basis) some entry 
similar to the following seems proper: 


Account Receivable (selling price) $15,000 
Investment Securities (cost)............ $12,000 
Unrealized Gain on Sale................ 3,000 

Subsequent collection would require a 

debit to cash and a credit to the receiv- 


The Accounting Review 


able, also a debit to unrealized gain and 
credit to realized profit on the sale of this 
investment asset. Notice that if the secu- 
rities had been sold at a loss the entry could 
set up unrealized loss as a deferred charge 
until the cash was received. 


EXPENSES AND PAYMENTS 


On the cash basis, expenses usually are 
deducted in the year paid. As previously 
mentioned, however, not all disbursements 
are expenses. Just as the source of cash 
receipts must be established, so the reason 
for cash disbursement must be estab- 
lished. Further, it is possible to transfer 
property having a fair market value in lieu 
of cash payment; cash may be construc- 
tively paid; and deductions such as de- 
preciation do not require current cash 
disbursement. 

Whether an expense paid relates to in- 
come already received or to be received in 
the future is immaterial. However, in prac- 
tice the income tax rule may be followed; 
that is, expenses are deducted in the year 
paid unless the deduction must be ac- 
counted for in a future year in order to 
clearly reflect net income. Thus, if a 
business signs a three-year lease and pre- 
pays rent for the entire three years the 
total amount can not be treated as current 
expense in arriving at acceptable results 
either for profit and loss or balance sheet 
purposes. This means that the cash basis 
in practice may at times be a hybrid of 
cash and accrual methods, but departure 
from a strict cash basis seems justifiable 
for unusual situations. 

Payment may be made in cash or its 
equivalent such as a bank check, money 
order or similar commercial paper. Merely 
writing a check is not sufficient. The check 
must be issued and, further, it must be 
paid upon presentation to the bank. For 
example, a check given which does not clear 
because of payment being stopped, insuf- 
ficient funds on deposit, or similar reasons 
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does not constitute payment. However, a 
check issued on December 31, which clears 
in January, is considered payment Decem- 
ber 31. 

A note issued, being merely a promise 
to pay at some future time, is not pay- 
ment. On the other hand, if money is bor- 
rowed on a note payable, the fact that ex- 
penses are paid with the borrowed money 
does not prevent deduction of expenses on 
acash basis. Expenses also may be paid by 
transferring property having a fair market 
value if accepted by the creditor in lieu of 
cash payment and not merely as security 
for future payment. 

The doctrine of constructive payment 
is applied only to those cases where pay- 
ment clearly occurs. As an example, if $15 
interest owed is credited to the account of 
the creditor-debtor who owes $50 and the 
net amount of $35 is collected, this obvi- 
ously is the same as collecting $50 and pay- 
ing the $15 interest. On the other hand, 
merely crediting a liability account or issu- 
ing a note for an expense due is not pay- 
ment. 

A point not to be overlooked is that 
business funds sometimes are used to pay 
certain personal expenses of the proprietor 
or owners. In most cases these payments 
simply are withdrawals or loans. Occasion- 
ally, however, the payment of a personal 
expense may be part of the agreed compen- 
sation to a corporate officer or agent and 
therefore would be treated as part of the 
total compensation paid for services re- 
ceived. 

In preparing the balance sheet for a 
business reporting on the cash basis it may 
be desired to show the liability for unpaid 
expenses. An acceptable method is to in- 
clude offsetting amounts in the balance 
sheet for deferred charges and the expenses 

payable. This could be treated as a balance 
sheet adjustment with no effect on the 
ledger accounts or the computation of net 
income. In the following period the usual 


497 


entries would be made debiting expense 
accounts and crediting cash. 


DEPRECIATION 


Regardless of whether income is com- 
puted on the cash basis or an accrual basis, 
expenditures during the year must be prop- 
erly classified between capital or assets 
and expense. It follows that expenditures 
for land, buildings, equipment and like 
items having a useful life of more than a 
year should be treated as assets subject to 
applicable depreciation, amortization or 
depletion. In other words, income on the 
cash basis is reduced by depreciation or 
similar allowances in the same manner as 
on the accrual basis. 

Do not overlook long-term deferred 
charges of sizeable amount and allocable 
to future years, such as leasehold bonus 
and improvements, bond discount or issu- 
ance expenses, organization expenses and 
similar asset items. While this may be a 
departure from a strict cash concept, it is 
the procedure actually followed in comput- 
ing net income on a cash basis. 


BAD DEBTS AND LOSSES 


Uncollectible amounts receivable from 
clients or customers, arising from ordinary 
business operations, are not deductible as 
bad debts on the cash basis. The reason is 
that such receivables, if recognized, are 
offset by a credit to unrealized income; and 
a reversal clears the accounts. Since on the 
cash basis these receivables have not been 
reported in income there is no bad debt 
deduction. On an accrual basis the receiva- 
bles would have been debited and income 
credited, therefore a deduction of bad re- 
ceivables from reported income is proper. 
Notice that on the cash basis the business 
already has deducted any operating ex- 
penses paid that might be traceable to the 
uncollectible receivables. 

Other types of losses, such as non-busi- 
ness bad debts or casualty losses, are 
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proper deductions on the cash basis. These 
represent losses of recognized assets rather 
than of unreported income. A note receiva- 
ble representing a cash advance, or an in- 
vestment security, is deductible as a loss 
when determined to be worthless. The 
destruction of property by fire, storm, or 
other casualty represents deductible loss, 
to be offset by insurance or other recovery. 
Notice that if insurance proceeds should 
exceed book value of the property a gain 
could result. 


USE OF CASH BASIS 


Accountants agree that use of the cash 
basis by a business dealing in goods is not 
to be recommended. All completed sales 
should be reported regardless of cash col- 
lections; all purchases and like costs, 
whether or not paid, must be accounted 
for; inventories are needed to correctly 
compute cost of sales and the income or 
gain from sales. 

A firm or business dealing in services, 
however, may find the cash basis both real- 
istic and acceptable. This is particularly 
true for the professional firm, and for cor- 
porations conducting operations in which 
inventories are not an income-determining 
factor. The cash basis also is acceptable for 
companies whose income is derived prima- 
rily from investments. From a_ business 
viewpoint the net income, after taxes, on a 
cash basis more nearly coincides with net 
money income from which distributions or 
expenditures can be made. 

Inasmuch as income tax returns general- 
ly are prepared in accordance with the 
method of accounting actually used, avail- 
able statistics on tax returns filed indicate 
the extent to which the cash basis is found 
in practice. As might be expected, approxi- 
mately 60% of all partnerships file their 
income tax returns on a cash basis. Fur- 
ther, at least 25% of all corporate income 
tax returns are prepared on the cash basis. 
These statistics published in 1951 relate 
to returns for the year 1946 but seem rep- 
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resentative of current practice. The sur- 
prising part of this study on corporate re- 
turns is that approximately 33% of the 
corporations having assets in excess of one 
million dollars used a cash basis. In other 
words, large as well as small corporations 
adopt the cash basis. The statistical study 
also shows that the accrual basis is not 
used exclusively by any particular busi- 
ness group. 

One of the criticisms commonly directed 
against the cash basis is that expenses are 
not necessarily paid in the period for which 
incurred and that income is not always col- 
lected in the period in which earned. For 
annual or semi-annual accounting pe- 
riods, this criticism loses much of its sting. 
The average business makes many pay- 
ments of expenses and has numerous re- 
ceipts of income during the year. There 
will be some overlapping of items from 
year to year, but the same is true of the 
accrual basis to a lesser degree. In those 
instances where heavy expenditures apply 
to future years it already has been indi- 
cated that the charges may be deferred. 
Advance receipt of a large amount of un- 
restricted income presents a problem. In- 
come tax statutes emphasize receipt rather 
than the earning of income, hence the 
amount may be taxable in its entirety in 
the year of receipt on either the cash or the 
accrual basis. In practice, most business- 
men are well aware of the tax rule and 
therefore either restrict advance receipts 
so as to constitute a present liability, or 
simply arrange to receive cash income in 
several installments rather than as a lump 
sum. 

The cash basis is best adapted to busi- 
ness operations involving numerous Ie 
ceipts and payments during the year. 
Under these circumstances the bulk of ex- 
penses will be matched with income. All 
factors should be carefully weighed before 
deciding whether the cash basis is a suita- 
ble method of accounting for a business 
organization. In other words, it should not 
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be assumed that the accrual basis is supe- 
rior to the cash basis in all cases. It is a valu- 
able experience for any accountant to try 
to explain to the businessman how he 
made thousands of dollars net profit for 
the year, on an accrual basis, but must 
struggle to find the cash to pay past-due 
bills! 
CONCLUSIONS 

One or more sessions devoted to discus- 

sion of the cash basis and its use in busi- 
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ness practice is valuable training for the 
accounting student. It clarifies his think- 
ing and understanding of the accrual basis. 
This should precede consideration of the 
installment method which in substance 
is a modified cash method. At an advanced 
level, conversion of accounts and finan- 
cial statements from a cash basis to the 
accrual basis is worthwhile training from 
both the practical and theoretical view- 
points. 


THE NEED FOR SIMPLICITY IN THE 
TEACHING OF ACCOUNTING 


ANDREW D. BRADEN 
Western Reserve University 


“The most complex phenomena are in 
reality very simple.” These words were 
uttered by my physical science professor 
the first day of class many years ago. He 
proceeded, during the semester, to estab- 
lish the truth of this statement. He 
achieved his goal by demonstrations and 
illustrations based on the most rudimen- 
tary fundamentals. Never have I learned 
more in one semester; never have I felt a 
more satisfied feeling of accomplishment. 
He was the most didactic professor I have 
ever encountered, and I am convinced 
that the secret of his success was the sim- 
plicity with which he approached each 
subject. 

This simplicity in approach is essential 
to effective accounting instruction. For 
the past seven years I have asked my ac- 
counting classes for constructive criticism 
of the textbook and the instructor. By far 
the commonest criticism of the text has 
been that the illustrations and explana- 
tions are too complex. One of the common 
qriticisms of the instructor has been that 
his illustrations are too complex. 

In endeavoring to overcome this criti- 
tism, the author has developed several 
simplified illustrations and techniques 
which he has found to be surprisingly ef- 


fective. The remainder of this article is 
devoted to an illustration of the simpli- 
fied approach in regard to the presenta- 
tion of an accounting topic. 

Most accounting instructors are at 
some time faced with the problem of 
teaching the retail method of inventory 
valuation. The value of the ending inven- 
tory under this method is intended to con- 
form rather closely to the rule of “cost or 
market, whichever is lower.’”’ Using text- 
book illustrations it is difficult for the stu- 
dents to comprehend why mark-ups from 
the original selling prices are included in 
computing the cost ratio, while mark- 
downs from the original retail prices are 
excluded in making the computation. 

With the simplified approach the stu- 
dents are first shown Illustration 1 which 
includes neither mark-ups nor mark-downs, 
and the general operation of the retail 
method is explained.’ It is carefully pointed 
out to the viewers that since there has 
been no change in retail price, there is 
probably little, if any, difference between 
cost and market. The inventory value re- 
mains at cost. 

? These illustrations can be presented very effec- 
tively on the blackboard. The author has found, however, 


that presentation in the form of slides has many ad- 
vantages. 
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ILLUSTRATION 1 
Units Cost Retail 

Beginning Inventory....... 1 10 15 
Purchases (cost 10each).... 2 20 30 

3 30 45 
Ending Inventory......... 2 


Illustration 2 is then presented. This 
illustration includes mark-ups but no 
mark-downs. Since original selling price 
has been marked up, market has undoubt- 
edly increased. It is clearly shown that 
the inclusion of mark-ups in the calcula- 
tion of the cost ratio would increase the 
inventory value to above cost, whereas the 
exclusion of the mark-ups values the in- 
ventory at cost and conforms to “cost or 
market, whichever is lower.” 


ILLUSTRATION 2 


Units Cost Retail 
Beginning Inventory....... 1 10 15 
Purchases (cost 10each).... 2 20 30 
Mark-Ups (3 each)........ ae 9 
3 30 “$4 
Ending Inventory......... 2 


Computation of Ending Inventory Value 
Correct Incorrect 
Ratio of Cost to Retail: 
Including Mark-Ups (30 to 54)... $ 
Excluding Mark-Ups (30 to 45).. 


Illustration 3 has mark-downs but no 
mark-ups. Original retail price has been 
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reduced indicating a reduction in market. 
The inclusion of mark-downs in the com. 
putation of the cost ratio results in an end- 
ing inventory valued at cost. The excly- 
sion of mark-downs in the computation 
gives an ending inventory twenty percent 
below cost which parallels the twenty per- 
cent reduction in original retail price. This 
valuation also conforms to the lower of 
cost or market rule. 


ILLUSTRATION 3 


Units Cost Retail 
Beginning Inventory....... 1 10 15 
Purchases (cost 10each).... 2 20 30 
“30° ry 
Mark-Downs (3 each)...... 9 
0's 3 30 36. 
Ending Inventory......... 2 


Computation of Ending Inventory Value 
Correct Incorrect 
Ratio of Cost to Retail: 
Excluding Mark-Downs (30 to 45) 3 
Including Mark-Downs (30 to 36). 


i 


The simplified approach, as covered by 
the illustrations above, has enabled the 
students to comprehend the fundamentals. 
They are now prepared for further study 
of the topic. Similar illustrations can now 
be used to show more complex factors such 
as items which disrupt the perfect opera- 
tion of the method. 

A simplified approach gives students a 
clearer understanding of a topic. It causes 
greater interest and more enthusiasm. It 
tends to keep students awake! The stu- 
dents feel that they have accomplished 
something, and they desire to learn more. 
In short, they become better students. 
Better teaching results when a simplified 
approach is used. 
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SIMULTANEOUS CALCULATION OF FEDERAL AND STATE 
INCOME TAXES, A SUGGESTED METHOD* 


Douctas J. GULDEN AND CHARLES J. STOKES 
Allantic Union College 


There is a small but vexing problem in 
tax accounting—that of simultaneous cal- 
culation of taxes—for which satisfactory 
solutions are lacking. What follows is a 
method which will work—and we hope 
not overwork the user. It was developed 
asa result of a class discussion of the prob- 
lem and an examination of the “trial and 
error’ method suggested in the Prentice- 
Hall Federal Tax Course (paragraph 
3718). It is being submitted here to the 
accounting fraternity with the expectation 
that it may be of some value. 

The specific instance we have in mind to 
which this suggested solution is applicable 
arises when two taxes are mutually deduc- 
tible. For example, under the Federal In- 
come Tax, the state income tax is deducti- 
ble. And if as is often the case the Federal 
Income Tax is deductible as against the 
state income tax, you have a problem 
which can be solved only by some form of 
simultaneous equation. We have added a 
treatment for the special case where the 
state tax may be deducted as against the 
state tax. 

The following is the method we propose: 
(1) Determine what the federal tax would be 

were there no state tax. Call this result 5. 

(2) Determine what the state tax would be were 
there no federal tax. Call this result c. 

(3) Determine the state tax rate by dividing c 
by the ¢otal net taxable income. Call this re- 
sult m2. The federal tax rate, of course, may be 
taken from the progressive table. Call it m. 

(4) Multiply m and m, and subtract the result 
from 1. (e.g. if the rates were .20 and .03, the 
result would be 1—.006 or .994.) 

(5) Multiply c (the would be state tax) by m 
(the federal tax rate) and subtract this result 
from b (the would be federal tax). Divide the 


* The solution is largely the work of Mr. Gulden, a 
student of Mr. Stokes. 


answer thus obtained by the answer gained in 
(4). You now have the correct federal tax. 

(6) Multiply 6 (the would be federal tax) by m 
(the state tax rate) and subtract from c. 
Divide this result by that obtained in (4). 
You now have the correct state tax. 


In algebraic form the equations are 


b 

=cn— 

1 1 

where #, is the federal tax and # the state 
tax 


This solution is sufficiently general to 
apply to both the personal and corporation 
income taxes. The major problem in any 
case is to select or compute the tax rates 
properly. Once these are known the mathe- 
matics of the solution is, to say the least, 
elementary. 

There is however a problem whenever, 
as is sometimes the case, the state tax is 
deductible as against the state income tax. 
This peculiar situation arises in a few 
states where the corporation income tax 
calculation on the state form is based on 
the federal tax calculation. In such cases 
the determination of net income for state 
tax purposes involves the subtraction from 
net income of the state income tax. The 
basic equations modified to fit this situa- 
tion are as follows: 


cn 


1+ 


where #; is the federal tax and & the state 
tax 


=b(1+m2) — 


1+m 
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We admit that this solution is rather 
difficult on at least two counts. It involves 
the rather complex calculation of the state 
tax rate (which in the case of the Massa- 
chusetts classified income tax, for example, 
is no mean accomplishment) as well as the 
calculation of the federal rate which 
though easier is a little tricky. But as we 
said above once the rates are known the 
solution is a simple one. 

It will be observed that these methods 
require that the taxpayer be on an accrual 
basis since on the cash basis this particular 
problem will not arise. The tax payer will 
use as a deduction the tax paid during the 
tax year. Therefore the method will very 
seldom be available for the personal in- 
come tax. However because the option of 
choosing the accrual basis for accounting 
for the taxpayer’s income still remains, it 
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is useful to note the one not too uncommon 
case where it will be to his advantage to s9 
choose. In a period of rising incomes accry- 
ing the income tax liability and using the 
resulting deduction in the year in which 
“earned” will mean less income tax. This 
is true because the deductions will be taken 
as against those years in which their im. 
pact is greatest. In most cases this will be 
insufficient inducement to keep the cum- 
bersome records required to support the 
accrual basis. 

This then is a modest contribution to 
the literature on income tax calculation. 
The methods set forth are most applicable 
to corporation income tax problems but 
perhaps they may be applied to similar tax 
problems which arise in other areas. We 
welcome all corrections and additions. 


METHODS AND TECHNIQUES OF PRESENTING ACCOUNTING 
CAREER OPPORTUNITIES TO HIGH SCHOOL AND 
PREPARATORY SCHOOL STUDENTS 


Jor LANE 
University of Alabama 


Much has been written about how ac- 
countants should select personnel; our 
primary problem now is to consider meth- 
ods of persuading personnel to select us. 
Before discussing specific techniques which 
might be used in selling the profession of 
accounting to high school and preparatory 
school students, there are certain concepts 
which I feel are basic to all techniques. 

First, to paraphrase a famous statement, 
what’s good for the student is good for the 
profession. The well being of each indi- 
vidual student must be uppermost in our 
minds, and in adopting this attitude we 
will aid not only the students but also the 
accounting profession. It would be detri- 
mental to the profession to push into it 


students who do not have the requisite 
qualifications, even if the profession were 
to accept them. This is true in private as 
well as in public accounting. 

Second, the qualifications which a stu- 
dent considering accounting as a life pro- 
fession should possess are personality, 
character and integrity, curiosity, ambi- 
tion, adequate appearance and manner, 
and average or above average intelligence. 
To name such qualifications without dis- 
cussion or careful definition represents an 
over-simplification of the situation; how- 
ever, time precludes a detailed discussion 
of these qualifications, and I am sure that 
each of us has a general idea as to their 
nature, though on specific points our con- 
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cepts may vary. I would like to briefly 
consider the first mentioned qualification 
—personality. This overlaps the qualifica- 
tions of character, integrity, curiosity, and 
ambition. Personality is perhaps best de- 
scribed by a consideration of personality 
traits. A professional psychologist has 
listed seven personality traits which are 
desirable for a person entering the public 
accounting profession as a junior: 


{. Occupational stability, or “‘stick-to-it-iveness.” 
9, Habit of working hard (uncomfortable when 
idle). 
. Habit of thoroughness (meticulous attention 
to detail). 
4, Agood team member. 
. Self-reliance. 
. Ability to “‘get along with others,” which en- 
compasses 
a. Ability to make and hold friends 
b. Ability to maintain good working relations 
with others 
c. Ability to obtain good personal acceptance 
by others, and 
d. Ability to accept criticism and differences 
of opinion. 
. Ability to submit to discipline; exercising at 
the same time imagination and good judgment. 


w 


aw 


These desirable qualities may be summed 
up in the term emotional maturity. 
Of course, all these factors cannot be eval- 
uated in high school students, but consid- 
eration of their attitudes, interests, and 
family background will help. Special at- 
tention should be given to those students 
who seem potentially to possess these quali- 
fications, but since they cannot be defi- 
nitely measured in high school students, 
we must endeavor to tell the story of our 
profession to all high school students. 

Third, most high school graduates are 
uncertain as to what they will choose as 
their life work. Being immature, they are 
attracted to those types of work which 
seem glamorous (or some by what seems 
easy, and we are not looking for those who 
want the “easy road’’). We ought to con- 
sider, then, whether we should make ac- 
counting seem glamorous in their eyes, as 
has been done to a considerable extent for 
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the professions of medicine, law, and en- 
gineering. 

Fourth, my feeling is that our problem 
is essentially one of selling our profession. 
We must not depend on a single method 
of presenting career opportunities, but 
must use all procedures which may be 
available, and we must attempt to cause 
other methods to become available. We 
must sell not only the students, but also 
their parents, for parents frequently guide 
their sons—and daughters—in choosing 
careers. We must not limit our efforts to 
the larger cities, but must make our story 
known in the smaller towns as well. A re- 
cent study shows that while only seven 
percent of the population of the United 
States lives in towns having a population 
under 2500, twenty percent of college 
graduates come from these towns. Cities 
over 100,000 population furnish twenty- 
nine percent of college graduates and also 
have twenty-nine percent of the total pop- 
ulation. It has been our experience at the 
University of Alabama that many of our 
better students and more successful gradu- 
ates come from small towns. 

Now let us consider what specific tech- 
niques may be utilized in presenting career 
opportunities to high school and prep 
school students. 

Literature explaining the work of ac- 
countants and the opportunities which the 
profession may open to those who choose 
it should be made available to every high 
high school student. Mailing such material 
to high school principals, librarians, and 
commercial teachers is a start, but in too 
many cases this procedure only serves to 
increase the work of the janitor and the 
furnace, and the material never reaches 
the hands of the students. A procedure 
should be developed in each mailing of 
such literature which will insure that it 
reaches the hands of the students; this may 
require mailing it direct to the home of 
each student, or to the parents of each 
student. 


nmon 
to so 
ccru- 
g the 
rhich 
This 
aken 
r im- 
ill be 
cum- 
the 
n to 
tion. 
cable 
but 
r tax 
. We 


504 


The participation of experienced ac- 
countants in career days conducted by 
high schools is an excellent way of present- 
ing information about accounting to stu- 
dent groups. The emphasis on such occa- 
sions should be placed on opportunities 
in accounting and the general type of work 
in which accountants engage. Account- 
ants’ organizations could make known to 
secondary school administrators that their 
members are available for participation in 
career day and similar type programs. In 
this connection also, professional guidance 
personnel often conduct such programs, 
and they should be thoroughly informed 
as to the opportunities in accounting. 

In addition to appearing before student 
groups, accountants should welcome every 
opportunity to discuss their profession and 
the opportunities which it offers in talks 
before Parent Teacher Associations and 
similar groups. The recruiting of personnel 
must reflect spade work done by those 
presently in the profession. If each ac- 
countant—and I include teachers of ac- 
counting as accountants throughout this 
discussion—could persuade one poten- 
tially successful high school graduate each 
year to pursue the study of accounting 
preparatory to entering the profession, 
much progress could be made in alleviat- 
ing the present shortage of competent per- 
sonnel entering the field of accounting. 

Colleges and universities offering ac- 
counting programs can contribute to the 
general awareness of career opportunities 
in the field through pamphlets and book- 
lets explaining the training which the indi- 
vidual school offers. As many prep school 
activities come during the public account- 
ants’ busiest season, teachers of accounting 
should assist the various accountants’ 
organizations in their public relations pro- 
grams during this period. 

Audio-visual programs offer another 
broad area for the development of a pro- 
gram for selling the accounting profession 
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to high school students and those who jn. 
fluence high school students. Short film 
strips, longer movies, television programs, 
and even depicting the work of account. 
ants in commercial films are possibilities, 
Individual colleges could prepare film 
strips at a modest cost showing their ac. 
counting students at work and at play, 
and show these pictures at high school 
convocations. It is important that high 
school students realize that people just 
like themselves study accounting and be- 
come successful in the profession. Seeing 
our students may allow them to see per- 
sons they know, and encourage them to 
investigate what we have to offer them. 
This and other phases of presenting ac- 
counting career opportunities may best be 
attacked at the local or regional level. 

Aptitude and guidance tests designed 
to help the high school student determine 
his potential abilities in various fields have 
been used for a number of years, and can 
be of assistance to a young person consider- 
ing a career in accounting. It cannot be 
overemphasized that students be properly 
motivated in taking any such tests, and 
this is not an easy task. 

Personal contact by accounting practi- 
tioners, both public and private, with in- 
terested and outstanding high school stu- 
dents and groups should be encouraged. 
Firms of public accountants might arrange 
visits of selected groups of interested stu- 
dents to their offices, and in this locale dis- 
cuss with them the work of the accountant 
and the functioning of his office. Industrial 
accountants could make the business and 
accounting offices a part of the tours which 
students make of their firms from time to 
time. 

Other than movies employing profes- 
sional talent, the techniques mentioned 
thus far involve moderate costs, and gen- 
erally involve personal contact of one vati- 
ety or another. It should be recognized, 
however, that other professions with whom 
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we compete in large measure for high 
school graduates are obtaining nationwide 
advertising, in some cases government 
sibsidized. Particularly noteworthy in 
this respect are the fields of engineering, 
especially electronics, physics and chem- 
istry, and medicine and nursing. These 
felds have been glamorized in advertise- 
ments, articles and stories, moving picture 
and television programs. Opportunities in 
these fields are well advertised, though 
entrance into some of them is restricted. 
If we are to compete with these occupa- 
tions, we must obtain dignified, nation- 
wide advertising. Possibly industrial firms 
could be persuaded to give recognition to 
the profession of accounting in some of 
their advertising in news and popular 
magazines, pointing up the vital part 
played by the accountant in the modern 
American business community. Magazines 
and newspapers might be induced to fea- 
ture articles describing the contribution 
of accountants to the business and life of 
communities. Radio time for discussion of 
tax problems has been obtained by ac- 
countants in some communities. It must 
be emphasized that all advertising be dig- 
nified and in accordance with the highest 
ethical standards, and within this frame- 
work we must all become publicity con- 
scious for our profession. 

Another technique which would be help- 
ful would be the offering of scholarships 
in accounting to high school graduates, 
tither by industrial firms, by accounting 
firms, or by accountants’ organizations. 
A five hundred dollar a year scholarship 
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for four years would cost two thousand 
dollars, and if fifty such scholarships could 
be offered each year on a national basis, 
the annual cost would be one hundred 
thousand dollars. The return in interest 
among high school students competing for 
the scholarships and the study of the field 
of accounting which they would encourage 
should be worth many times that amount. 
Such scholarships would also tend to insure 
favorable reception for other material 
which is being and should be furnished to 
high schools and their students. If possi- 
ble, of course, larger numbers of scholar- 
ships should be offered. Fifty a year was 
mentioned because that would allow at 
least one for each state, the bare minimum. 
Five hundred at a cost of a million dollars 
a year would be a better goal; it is obvi- 
ously not necessary that all the scholar- 
ships be given by the same firms or organi- 
zations. 

In conclusion, let me reemphasize four 
things: 

(1) No one technique alone will sell our 
profession to its prospective personnel; a 
combination of methods must be used. 

(2) The story must be told now by the 
persons who are in the profession now; 
personal contacts are generally good tech- 
nique. 

(3) Literature developed to tell our 
story must reach all the students. 

(4) Ours is essentially a selling job; be- 
fore we can sell, the public must know 
what we offer—this means advertising and 
strong public relations within the frame- 
work of professional dignity. 


rho in- 
t film 
prams, 


506 


The Accounting Review 


A TWO-STATEMENT APPROACH TO CONSOLIDATED 
STATEMENT PROBLEMS 


SIDNEY DAVIDSON 
The Johns Hopkins University 


The treatment of consolidated state- 
ments has traditionally been one of the 
more difficult topics in advanced account- 
ing courses, with the preparation of con- 
solidated income statements being the 
special bugbear of many students. Consol- 
idated income statements do present many 
analytical and procedural problems, but 
at least some portion of the students’ dif- 
ficulty probably stems from the traditional 
one-statement approach to the teaching 
of this subject. The one-statement ap- 
proach involves a detailed study first of 
all types of consolidation problems as they 
affect consolidated balance sheets, and 
only when this intensive study of the bal- 
ance sheet is completed is there any con- 
sideration of how these problems relate to 
consolidated income statements. This is 
the approach taken by all of the advanced 
accounting texts I have examined, with 
one possible exception.’ As a result of this 
procedure, the student must “unlearn” 
some of the rules he has learned in con- 
nection with balance sheets when it comes 
time to consider consolidated income state- 
ments. The truly perceptive student will 
not be greatly affected by this transition, 
but substantial numbers of even advanced 
students will have made the balance-sheet 
rules part of their basic technique of con- 
solidated-statement thinking and will find 
the move to preparation of income state- 
ments difficult to accomplish. 

A procedure which considers both bal- 


1 The following advanced accounting texts were in- 
cluded: Finney and Miller, Fjeld and Sherritt, Holmes 
and Meier, Johnson, Karrenbrock and Simons, Kester, 
Moonitz and Staehling, Newlove (Consolidated State- 
ments), Streightoff, and Taylor and Miller. In the rela- 
tively brief treatment of consolidated statements in 
Paton’s Advanced Accounting there is some departure 
from the one-statement approach. 


ance sheet and income statement aspects 
of consolidated statement problems from 
the outset may be more satisfactory. The 
phrase “from the outset” should not be 
taken too literally, for of course some pre- 
liminary discussion of basic principles of 
consolidated statements is required before 
there can be any discussion of the special 
problems. This preliminary work involves 
a consideration of the purpose of consoli- 
dation, when consolidation is appropriate, 
preparation of the initial consolidated bal- 
ance sheet, and the preparation of consoli- 
dated balance sheets and income state- 
ments subsequent to the initial consolida- 
tion date where the situation is not clouded 
by intercompany transactions. After this 
introductory material is presented, consid- 
eration of the effect of intercompany 
transactions is appropriate. Understanding 
of each such transaction is probably facili- 
tated by considering it completely, i.e. 
income statement as well as balance sheet 
effects, the first time it arises. 

The recommended procedure, which is 
illustrated by the work sheet on page 507, 
has the following features: 


(1) Each type of problem is considered separately; 
in the example, only intercompany transac- 
tions in merchandise are considered. This 
permits the number of accounts used to be 
limited to a number which can be managed 
easily on the black board. 

(2) A split-board technique is used with the elim- 
inations if only a balance sheet is to be pre- 
pared shown on the upper portion of the 
board and the eliminations if both statements 
are to be presented shown on the lower por- 
tion of the board. In the latter case, the earned 
surplus accounts are presented as if income 
for the period had not yet been closed out; 
an alternative treatment of the surplus ac- 
counts would, of course, be possible. 
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The Teachers’ Clinic 


The illustrative work sheet considers 
the following data. Company A acquired 
100% of the stock of Company S at some 
earlier date. Columns 1, 2, 3 and 4 show 
the records of the two companies at the 
end of year X. In order to facilitate the 
surplus reconciliation, the implausible 
assumption is made that cost of goods sold 
is the only expense. Also to facilitate ex- 
position, relatively small numbers are 
used—any number of zeros may be as- 
sumed to be omitted. In order to simplify 
further the work sheet which is presented 
here, recording of eliminations stops with 
the inventory entries. To complete the 
work sheets it would be necessary to record 
the entries to adjust and then to eliminate 
the parent company’s investment account 
and, in the lower example, to carry this 
period’s income to earned surplus. When 
these adjustments and eliminations are 
carried out, students are satisfied (and re- 
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lieved) to discover that the consolidated 
earned surplus is the same under either the 
one-statement or two-statement approach 
in each situation. 

In situation I, the assumption is made 
that there are no intercompany goods in 
opening inventories and that, during pe- 
riod X, A purchased $50 of goods from S 
which cost S $40 to produce (this latter is, 
of course, irrevelant). At the end of the 
period none of the goods remain in A’s 
inventory. Columns 5 and 6 illustrate the 
eliminations for this situation. 

Situation IIT makes the same assump- 
tions as Situation I, with the exception 
that $20 of the goods that A purchased 
from S remain in its inventory at the end 
of the period. These cost S $16 to produce. 
Eliminations are shown in columns 7 and 8. 

Situation III assumes that $15 of goods 
purchased from S, which cost S $13 to pro- 
duce, were included in A’s inventory at 


Situation I 


Situation II Situation IIT Situation IV 


50 of intercompany 
50 of intercomonY purchases. Begin- 
50 of intercompany pu ne + ning i has 
50 of intercompany none in of ne 15 pur- 
purchases; none in beginning inventory p chased from sub. 
ing ry contains Neo intercom ny ing i 
which cost sub. 16 goods in ending 
which cost sub. 16. 
(1) (2) (3) (4) (5) () (7) (8) (9) (10) (1) (12) 
Company A Company S Eliminations Eliminations Eliminations Eliminations 
Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. 
Consolidated Balance Sheet Only 
Inventory......... 100 50 (1)4 (1)4 
Investment in A.... 90 No No 
Other Assets....... 140 65 inventory inventory 
correction correction 
Capital Stock. ..... 250 75 entries entries 
Earned Surplus A. . 80 
Earned Surplus S... 40 (1)4 (1)4 
330 330 115 115 
or 
Consolidated Balance Sheet and 
Income Statement 
Inventory.......... 100 50 (1)4 (2)4 
Investment in A 90 
er Assets....... 140 65 
Capital Stock...... 250 75 
Earned Surplus A... 60 
Earned Surplus S... 25 (1)2 (1)2 
200 100 (1)50 (1)50 (2)50 (2)50 
Cost of Goods Sold.. 180 85 (1)50 (1)46 33 (1)2 
510 510 200 200 
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the start of period X. During the period A 
buys $50 of goods from S and no intercom- 
pany goods are included in final inven- 
tories. Columns 9 and 10 illustrate the 
eliminations. 

Situation IV combines the problems of 
II and III. A’s inventory at the start of 
period X contains goods purchased from 
S for $15 which cost S $13 to produce. Pur- 
chases by A from S during the period were 
$50 and at the end of the period A’s inven- 
tory contains $20 of goods purchased from 
S which cost S $16 to produce. Columns 
11 and 12 illustrate the eliminations for 
this situation. 

All four situations can usually be han- 
dled in a one hour class presentation and 
they impress the student with the fact that 
the balance sheet adjustments of earned 


The Accounting Review 


surplus have a traditional income state. 
ment origin. 

The situations considered are admit- 
tedly simple in that they avoid the prob- 
lem of minority interest in intercompany 
profits in inventories by assuming 100% 
ownership of the subsidiary. However the 
technique can easily be adapted to the 
more complex ownership situations, as 
well as to the consideration of intercom. 
pany profit in fixed assets or to problems 
of intercompany bond holdings where dif- 
fering proportionate bond discounts or 
premiums are involved. In a limited per- 
sonal experience with this approach, it has 
worked well in all situations involving 
intercompany transactions that affect both 
statements. 
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PROFESSIONAL EXAMINATIONS 
A Department for Students of Accounting 


Henry T. CHAMBERLAIN 


Institute of Accountants and were presented as the first half of the C.P.A. exami- 

nation in accounting practice on May 12, 1954. The candidates were required to 
solve problems 1 and 2 and any three of the remaining four problems. The weight as- 
signed to the five required problems is 50 points. Weights were not assigned to the 
individual problems but a suggested time for each problem was given. The examiners 
point out that the suggested time allowances are closely proportional to the point val- 
ues of the various problems. 


Te following problems were prepared by the Board of Examiners of the American 


No. 1 (Estimated time—2Z0 to 30 minutes) 


You have been engaged to review the tax return of John Doe for 1953 and to deter- 
mine whether the net income as reported was correct. You proceed as follows: 


1, You scan the return and note that Doe’s only income is derived from a business which he operates as a sole 
proprietorship. 

You compare Doe’s gross profit percentage with those of comparable businesses and find it is lower than aver- 
age. 

You go to Doe’s place of business and find he keeps no records except a check book and data on accounts pay- 
able. All sales are for cash. A physical inventory is taken annually. He has not made any investment in the 
business during 1953. 

You find a discrepancy in the information shown by his tax return and his records. In the absence of a satisfac- 
tory explanation by Doe, you conclude that the gross receipts of the business may be misstated. 


Using the information available to you, as detailed below, prepare a schedule showing 
computation of the amount of the apparent discrepancy. 


JOHN DOE TAX RETURN 
Schedule of Business Income 


Year 1953 
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12. Rent on business property.................-.. 1,500 
Information gained from review of Doe’s check book: 
Other information: 


No. 2 (Estimated time—70 to 90 minutes) 


On September 1, 1953, A purchased from B an electrical appliance business for $34,133 
which he operated as the Electrical Appliance Company. The purchase price was allo- 
cated as follows: Merchandise $27,833, trucks $5,400, shop equipment $300 and office 
equipment $600. 

Settlement with B was made by the issuance of a 90-day non-interest bearing note 
for $16,000 and cash for the balance which was included in the disbursements for Sep- 
tember. 

A assumed a nine-year rental contract with C for the building occupied by the busi- 
ness at a guaranteed monthly rental of $500, plus 5% of net sales in excess of $10,000. 

The transactions for September were as follows: 


(1) Installment and other charge sales were $12,750 including 2% state sales tax. Installment sales were $6,310 of 
this total. Notes were accepted with a face amount of $6,800 and immediately discounted on a recourse basis. 


(2) Cash receipts (deposited): 


Bank loan (secured by electrical appliances)..... 17,190 
(3) Disbursements: 


Other information available about the operations is as follows: 
a. Payroll tax of $36 and withholding tax of $250 had been deducted from salaries and wages. 
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b, Cost of sales for September is estimated to be $11,310. ’ ’ ’ 

¢. Cash customers were allowed $357 and charge customers’ accounts were credited with $643 for merchandise 
traded in on sales. Of this total, 45% is considered an overallowance. None of the used merchandise has been 
sold. The state sales tax is applicable to the gross amount of all sales. ‘ 

d. Depreciation is to be computed at annual rates of 333% on trucks, 20% on shop equipment and 10% on office 


equipment. 
e. Loss arising from sales on credit is expected to amount to 2% of such sales. 


You are to prepare a formal balance-sheet at September 30, 1953 and an income state- 
ment for the month. 


[Estimated time—105 to 150 minutes for any three of the remaining four problems] 


Number 3 


The Jones Appliance Store started business on January 1, 1952. Separate accounts 
were set up for installment and cash sales, but no perpetual inventory record was main- 
tained. On the installment sales a down payment of one-third was required, with the 
balance payable in eighteen equal monthly installments. At the end of each year the 
company adjusted its books to the installment “basis” by use of a Deferred Gross Profit 
account. When contracts were defaulted, the unpaid balances were charged to a Bad 
Debt Expense account and sales of repossessed merchandise were credited to the ac- 
count. The expense account was adjusted at the year end to reflect the actual loss. 

Information about the transactions of the Jones Appliance Store follows: 


Sales: 1952 1953 
New merchandise on installment (including the one-third cash down payment)........ 188,652 265,320 


Physical inventories at December 31: 


Unpaid balances of installment contracts defaulted: 

Cash collections on installment contracts, exclusive of down payments: 

Required : 


a, Compute the gross profit percentages for the years 1952 and 1953. 
b. In T-account form, reproduce the ledger accounts for installment contracts receivable. 
c. Calculate the net loss on defaulted accounts for the year 1952. 


d. Prepare a schedule showing the realized gross profit for the year 1953 that would be reported in the income 
statement. 


Number 4 


Four years ago The American Company acquired fifty per cent of the preferred stock 
of the Banner Corporation for $55,000, and ninety per cent of that corporation’s com- 
mon stock for $195,000. At acquisition date the Banner Corporation had retained earn- 
ings of $60,000, and dividends on the five per cent, cumulative preferred stock were not 
in arrears. The investments were recorded by The American Company at the book 
value shown by the Banner Corporation at date of acquisition. 
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Consolidated statements are now being prepared as of December 31, 1953 for The 
American Company and its subsidiary. The financial position of the individual com- 
panies was as follows on that date: 


THE AMERICAN COMPANY 


Investments: Preferred stock (4%) ..... 100,000 
Banner common. ... 150,000 
$400 ,000 $400 , 000 

BANNER CORPORATION 
Miscellaneous assets.............. ..... $400,000 $ 60,000 
200 , 000 


$400 , 000 $400,000 


* Preferred stock dividends are three years in arrears. No dividends have been paid on common since acquisition 
by The American Company. Profit in 1950 was $8,000 but losses during the past three years have totalled $23,000, 

You are to prepare a consolidated balance-sheet of the above companies as of Decem- 
ber 31, 1953, in which all significant details given in the above information are fully dis- 
closed. Present in good form schedules showing all computations needed. Comment on 
any items which you feel require explanation. 


Number 5 
From the following information concerning a current fund of a municipality, you are 
to prepare: 


a. A balance-sheet of the fund at the end of 1953 showing the amount available for future appropriation. 
b. A statement analyzing in detail the changes in unappropriated surplus of the fund concerned for the year 1953. 
(1) The accounts of the fund at the beginning of 1953 include: 


Reserve for unfilled orders and contracts. soeaane 1,100 
(2) The cash receipts for the year were: 
From taxes of prior years.......... 3,200 
From taxes of the current year... ie 76,000 
Other current revenues.......... . 16,000 


(3) The disbursements for the year were as follows: 
Accounts payable of preceding year. ........ 
Invoices for current expenses and interest: 
(a) covering all orders and contracts outstanding at beginning of year. . 
Payment of bonds falling due during year................ 5 
Permanent petty cash advance made to city finance office............. 
Stores purchased for central storeroom established during year...............0200000000es 
(4) During the year $1,600 of stores purchased were issued to departments whose expenses are met from this 
fund. The balance of stock on hand at the end of the year represents a minimum inventory which the 
municipality proposes to maintain in the storeroom. 
(5) The only taxes considered collectible at the end of 1953 were those of the current year amounting to $7,000. 
Unfilled orders and contracts outstanding at the end of 1953 amounted to $900. 
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Number 6 


a. Reproduced on the following page are the first three lines from the 2% columns of each of several tables of 


mathematical values. For each of the following items, you are to select from among these fragmentary tables 

the one from which the amount required can be obtained most directly (assuming that the complete table was 

available in each instance): 

(1) The amount to which a single sum would accumulate at compound interest by the end of a specified period 
(interest compounded annually). 

(2) The amount which must be appropriated at the end of each of a specific number of years to provide for the 
accumulation, at annually-compounded interest, of a certain sum. 

(3) The amount which must be deposited in a fund which will earn interest at a specified rate, compounded 
annually, in order to make possible the withdrawal of certain equal sums annually over a specified period 
starting one year from date of deposit. 

(4) The amount of interest which will accumulate on a single deposit by the end of a specified period (interest 
compounded semi-annually). 

(5) The amount, net of compound discount, which if paid now would settle a debt of larger amount due at a 
specified future date. 


Periods Table A Table B Table C Table D Table E Table F 
0 1.0000 1.0000 
1 0.9804 1.0200 1.02 1.0000 0.9804 1.0200 
2 0.9612 2.0604 1.0404 0.4950 1.9416 0.5150 
3 3.1216 0.3268 2.8839 0.3468 


Indicate your selections as follows: List the numbers 1 through 5 on your answer 


sheet. Print beside each number the capital letter which identifies the table which you 
would use in obtaining most directly the amount required. 


b, The tables of values at 4% interest reproduced below may be used as needed in answering the questions in this 


part of the problem. 
Amount of 1 Present Value of Amount of Annuity Present Value of 


Periods at Compound I at Compound of 1 at end of Annuity of I at 
Interest Interest each period end of each period 
1 1.0400 -9615 1.0000 0.9615 
6 1.2653 . 7903 6.6330 5.2421 
7 1.3159 .7599 7.8983 6.0021 
8 1.3686 . 7307 9.2142 6.7327 
9 1.4233 . 7026 10.5828 - 7.4353 
10 1.4802 .6756 12.0061 8.1109 
11 1.5395 -6496 13.4864 8.7605 
12 1.6010 -6246 15.0258 9.3851 
13 1.6651 -6006 16.6268 9.9856 
14 1. .5775 18.2919 10.5631 
15 1.8009 .5553 20.0236 11.1184 
16 1.8730 .5339 21.8245 11.6523 


(1) Your client has made annual payments of $2,500 into a fund at the close of each year for the past nine years. 
The fund balance immediately after the ninth payment totalled $26,457. He has asked you how many more 
$2,500 annual payments will be required to bring the fund to $50,000, assuming that the fund continues to 
earn interest at 4% compounded annually. Compute the number of full payments required and the amount 
of the final payment if it does not require the entire $2,500. Carefully label all computations supporting your 


answer. 
(2) Your client wishes to provide for the payment of an obligation of $200,000 due on July 1, 1962. He plans 
to deposit $20,000 in a special fund each July 1 for eight years, starting July 1, 1955. He wishes to ean 
initial deposit on July 1, 1954 of an amount which, with its accumulated interest, will bring the fund up to 
$200,000 at the maturity of the obligation. He expects that the fund will earn interest at the rate of 4% 
compounded annually. Compute the amount to be deposited July 1, 1954. Carefully label all computations 
supporting your answer. 
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Solution to Problem 1 


Less—Disbursements for year 
Disbursements to reduce liabilities from balance at January 1, 1953 to the balance at De- 

Cash balance at December 31, 1953 as computed on the basis of receipts and disbursements........... 

Solution to Problem 2 

(1) 

To record purchase of assets 
(2) 

To record cash receipts 
(3) 

(4) 
To record sales 
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To reclassify installment accounts and to adjust notes receivable dis- 
counted to the face of the notes 


To record allowances to charge customers 


Sal 


Net sales 


Iventory 


$11,310.00 


Notes receivable discounted 
To adjust above accounts for collections made 


$ 6,310 
490 

$ 322 
$ 643 
$ 350 
7 

$ 420 
$11,310 
$ 160 
$ 1,475 
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(5S) 
(6) 
250 
$ 322 
59, 570 
2,900 (7) 
410 353.65 
(8) 
196.35 
To record allowances made to cash customers 
(9) 
4 133 Accrued rent 
To accrue rent = on percentage =. net = 
6 
1 
(10) 
To record cost of goods so 
(11) 
$ 10 
(12) 
(13) 
To provide for uncollectible accounts 
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TRIAL BALANCE 


Dr. Cr. 
$64,054.00 $64,054 
ELECTRICAL APPLIANCE COMPANY 
(A SOLE PROPRIETORSHIP) 
INCOME STATEMENT 
MONTH ENDED SEPTEMBER 3, 1953 
Operating expenses: 
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ELECTRICAL APPLIANCE COMPANY 
(A SOLE PROPRIETORSHIP) 
BALANCE SHEET 
SEPTEMBER 30, 1953 


ASSETS 
CURRENT ASSETS: 
Inventories, at cost (pledged as security for bank loan)...................2600eee eee 30,748 
EQUIPMENT: 
Accumulated 
Cost Depreciation Net 
Shop equipment..... 300 5 295 
Office equipment. . 600 5 595 
$6, $ 160 
LIABILITIES AND CAPITAL 
CURRENT LIABILITIES: 
Notes payable, due November 29, 1953 without $16 .000 
Bank loan due ————— —% interest (secured by pledged inventories......... 15,000 
CAPITAL: 
Net income, month ended September 30, 2,964 
Notes: (a) The company is contingently liable for $5,325 on discounted notes. 
(b) No provision has been made for personal income taxes of A. 
Solution to Problem 3 
Part (a) 1952 % 1953 
Cost of sales 
$154,000 $209 ,985 
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$36,743 


$32,419 


100.0 


55.0 
45.0 


250 
5,325 
10) 
16,000 
15°00) 
300 
377 
322 
420 
7,500 
18,400 
6,140 
$42,883 
| 
10,464 
$42,883 
$18,400 
11,310 
$ 7,090 
4,126 
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Part (b) 
Installments Receivable 1952 Installments Receivable 1953 
Sales $188 , 652 Down payment § 62,884 Sales $265 ,320 Down payment $ 88,440 
Cash collected 42,943 Cash collected 55,960 
Cash collected 61,385 Unpaid balances 3,010 
Unpaid balances 2,865 Bal. 12-31-53 117,910 
Unpaid balances 3,725 —_—— 
Bal. 12-31-52 14,850 $265,320 $265,320 
$188 ,652 $188,652 Bal. 1-1-54 $117,910 
Bal. 1-1-53 $ 14,850 
Part (c) 
$ 2,115.00 
Less: Gross profit deferred on unpaid balance (at 44%)... 260.60 
Net loss on defaulted contracts—exclusive of gross profit on collections.................... $ 854.40 
Pari (d) 
Installment collections on 1953 sales: 
1953 collections on 1952 installment $ 61,385.00 
Realized gross profit in 1953: 
Gross profit realized in 1953 from collections on 1953 sales (45% of $173 ,580.00).......... $ 78,111.00 
Gross profit realized in 1953 from collections on 1952 sales (44% of $61,385.00). .......... 27,009.40 
$105, 120.40 
Solution to Problem 4 
THE AMERICAN COMPANY AND SUBSIDIARY 
CONSOLIDATED BALANCE SHEET—WORKING PAPERS 
DECEMBER 31, 1954 
The Denne Eliminations and Consolidated 
American Cor poration Adjustments Balance 
Company Dr. Cr. Sheet 
ASSETS 
Miscellaneous assets............. $116,000 $400,000 $516,000 
Investments 
Banner preferred (50%)... .... 50,000 $ (5) $ 57,500 5,000 G 
1) 000 
Banner common (90%)........ 234,000 4 (3) 31,500 
(1) 39,000 
(4) 163,500 


$400,000 $400,000 


$521,000 
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LIABILITIES AND CAPITAL 


$ 50,000 $ 60,000 $110,000 
Capital stock : 
American preferred (4%)...... 100,000 100,000 
American common...... 100,000 100 ,000 
Banner preferred (5%)........ 100,000 (5) 50,000 50,000 M 
Bannercommon.............. 200,000 (4) 180,000 20,000 M 
Retained earnings: 
OS ee 150,000 (3) 31,500) (2) 7,500 92,000 S 
(1) 34,000) 
Banner 40,000 (4) 22,500 10,000 M 
(5) 7,500 
$400,000 $400,000 
ital surplus arising in acquisi- 
of subsidiary stock........ (4) 39,000 39,000 
$521,000 


KEY TO ADJUSTMENTS AND ELIMINATIONS 


(1) To adjust the investment accounts to the cost of the stock acquired. Apparently retained earnings was credited 
for $34,000 at the date of acquisition. 
(2) To accrue dividends on Banner preferred for three years. 
(3) To accrue the decrease in the common stock equity in Banner retained earnings applicable to American. 
Equity December 31, 1953: 


(4) To eliminate 90% of the book value of Banner common (90% of $225,000) and to set up the capital surplus 
arising in the acquisition of Banner’s common stock. 
(5) To eliminate 50% of the book value of Banner preferred stock. 


THE AMERICAN COMPANY AND SUBSIDIARY 
CONSOLIDATED BALANCE SHEET 
DECEMBER 31, 1953 


ASSETS 
LIABILITIES AND CAPITAL 
Minority interest : 
Capital stock and surplus: 
Capital surplus arising in the acquisition of subsidiary stock.....................+. 34,000 326,000 
$516,000 
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Solution to Problem 5 
A MUNICIPALITY 
WORKING PAPERS 
JANUARY 1, 1953 TO DECEMBER 31, 1953 


TRIAL TRANSACTIONS BALANCE 
BALANCE AND SHEET 
JANUARY 1, 1953 ADJUSTMENTS DECEMBER 31, 1953 
Dr. Cr. Dr. Cr. Assets Liabilities 
$1,300 (1) $115,800 (2) $115,500 $ 1,600 
Petty cash fund (2) 500 500 
Taxes receivable—prior year. . . 3,500 (1) 3,200 300 
Taxes receivable—current...... (5) 83 ,000 (1) 76,000 7,000 
(2) 4,000 (3) 1,600 2,400 
Accounts payable he oo $ 800 (2) 82,000 (7) 1,100 
(6) 80, 100 
Temporary loan. . . eee i (2) 15,000 (1) 20,000 $ 5,000 
Reserve for orders and contracts 1,100 (7) 200 900 
Current 2,900 (8) 300 
(4) 2,400 (9) 3,000 3,200 
Reserve for stores............. (4) 2,400 2,400 
er (9) 16,000 (1) 16,000 
Sale of old equipment......... (9) 600 (1) 600 
Payment of bonds............ (2) 10,000 (9) 10,000 
Purchase of fixed assets........ (2) 4,000 (9) 4,000 
Operating expenses.......... : (6) 80, 100) 
(3) 1,600) (9) 82,600 
(7) 900) 
Revenue from taxes........... (9) 83,000 (5) 83 ,000 
Reserve for uncollectible taxes. (8) 300 300 
$4,800 $4,800 $11,800 $11,800 
KEY TO TRANSACTIONS AND ADJUSTMENTS 
(1) To record cash receipts. (6) To record operating expenses. 
(2) To record cash disbursements. (7) To adjust reserve for orders and contracts. 
(3) To record stores used. (8) To set up reserve for uncollectible taxes. 
(4) To set up reserve for stores. (9) To close appropriation expenditures to current 
(5) To record tax assessment. surplus. 
A MUNICIPALITY 
STATEMENT OF CURRENT SURPLUS 
JANUARY 1, 1953 TO DECEMBER 31, 1953 
Revenues: 
From taxes. .... .... $83,000 
$99 ,000 
Appropriation expenditures and encumbrances: 
Purchase of fixed assets...... 4,000 
Payment of bonds........ 10,000 
Appropriation encumbrances 900 
,500 
Other charges and credits to surplus: 
Provision for uncollected taxes of prior $ 300 
Deficiency of appropriation—encumbrances of prior year.................. Sis 100 
$ 2,800 
Less proceeds from sale of old $ 600 2,200 


Current surplus—December 31, 1954. . 
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A MUNICIPALITY 
BALANCE SHEET—CURRENT FUND 
DECEMBER 31, 1954 


ASSETS 

Taxes receivable—net of $300 provision for uncollectible taxes........ 7,000 

LIABILITIES AND SURPLUS 


Solution to Problem 6 


(a) 1. C—The amount of $1 at compound interest. 
2. D—The rent of an annuity which will amount to $1 at compound interest. 
3. E—The present value of an annuity of $1 per annum at compound interest. 
4, C—The amount of $1 at compound interest. 
5. A—The present value of $1 at compound interest. 

(b) (1) The amount of $1 per annum for 14 years at 4% compound interest is $18.2919. An annual deposit of $2,500 
per year would have created a fund at the end of 14 years equal to $2,500 18.2919 or $45, 799.75. Interest 
at 4% on this amount during the 15th year would add $1,829.19 to the fund bringing the total to $47,558.94. 
To bring the fund to $50,000 the client would have to continue his annual deposits of $2,500 for 5 more 
years with a final deposit six years hence of $2,441.06 

(2) Let X equal the unknown payment on July 1, 1954. 
This sum will be invested at compound interest for 8 years and will amount to X times 1.3686. 
The amount of the eight $20,000 payments will be $20,000 9.2142. 
The equation is therefore: 
X times 1.3686+20,000 times 9.2142 =$200,000. 


1.3686X +184, 284= $200 , 000. 
1.3686= 200, 000— 184, 284=15, 716 
15,716 


X= 1.3686 =$11,483.27 


Solving for X: 


CE 

|, 1953 
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300 
11,300 
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ASSOCIATION NOTES 


E. Buri AUSTIN 


ALABAMA 
University of Alabama: 

A. J. Penz has been promoted to the rank of 
professor, and JosepH E. LANE, JRr., and WILLIAM 
C. FLEWELLEN were promoted to the rank of 
assistant professor. 

S. P. GARNER spoke at the January meeting of 
the Birmingham Control of the Controllers’ In- 
stitute on the subject “Implications of the Report 
of the AAA Committee on Standards Rating.” 

In December, the Department of Accounting 
co-sponsored the Seventh Annual Federal Tax 
Clinic. 

The University was recently host to the first 
annual short course for municipal finance officers. 

A. J. Penz has been elected Grand Secretary- 
Treasurer of Beta Alpha Psi, the national pro- 
fessional accounting fraternity. 


CALIFORNIA 
University of California (Berkeley): 

Davip Sotomons of the London School of 
Economics was visiting professor of accounting 
during the spring semester. 

Perry Mason has resigned to join the staff of 
the Research Department of the American Insti- 
tute of Accountants. 

LAWRENCE L. VANCE has returned to his du- 
ties after a sabbatical leave. 

Maurice Moonirz will be on sabbatical leave 
for the coming year. 

GrorGE J. Stausus received his Ph.D. Degree 
from the University of Chicago in March. 


University of San Francisco: 

CHARLES Dunn has been added to the staff 
as lecturer, and Henry Rooney has left to devote 
full time to public accounting practice in Oak- 
land. 

Kennetu G. Younc spoke before the Society 
of California Accountants in December on the 
subject of the uniform CPA examination. 


COLORADO 
University of Denver: 
RocEeR RosBeErG has been appointed instructor 
in accounting. 
University of Colorado: 
Witton T. ANDERSON has received the Doctor 
of Education Degree and has been promoted to 


the rank of assistant professor. 
Rosert S. WAsLEY is currently serving as edu. 
cational director of the Denver Chapter of NACA, 


FLORIDA 

University of Florida: 

ANDREW P. OrTH resigned in February to take 
a position at Florida Southern College. 

M. Terry McNas has been appointed as in- 
structor. 

RussELL Bowers has been appointed visiting 
professor of accounting. 


ILLINOIS 
Northwestern University: 

Grorce W. Cotiins, Ray A. Howarp, and 
LEONARD PEDERSON are members of the Commit- 
tee on Education of the State of Illinois Society 
of CPA’s. 

Davip HIMMELBLAU retired at the end of the 
spring term after 41 years of service at North- 
western University. For most of those years he 
was Chairman of the Department of Accounting. 


De Paul University: 


ELprED STROBEL has been promoted to the 
rank of assistant professor. 


LOUISIANA 
Louisiana State University: 

E. V. McCottovuc# has returned from mili- 
tary leave, during which time he served as an 
army fiscal officer. 

F. J. Guerra has been appointed instructor 
while working on a Ph.D. in accounting. 

Lioyp F. Morrison served as chairman of the 
spring meeting of the accounting section of the 
Southwestern Social Science Association in Dallas. 

The Accounting Department, cooperating 
with other groups in the area, sponsored a High- 
Speed Computer Conference on the campus in 
January. 


Louisiana Tech. College: 


The college will shortly begin a series of radio 
broadcasts over 19 stations serving two states on 
topics involving federal income taxes. 


MASSACHUSETTS 


Massachusetis Institute of Technology: 


Joun Kempster resigned to accept a position 
in industry. 
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Tompson M. Wueten has been appointed 
assistant professor. 
MICHIGAN 
University of Detroit: 
Louts W. Matus1ax has been appointed chair- 
man of the accounting department. 


MISSOURI 
University of Missouri: 

Dr. Scott passed away in February, after 
many years as professor of accounting at the 
University. 

NEW YORE 
City College of New York: 

Leo RosENBLUM and LAWRENCE W. SHERRITT 
have been advanced to the rank of professor. 
Joun B. Burton has been advanced to the rank 
of associate professor. 

Leo ROSENBLUM was appointed assistant di- 
rector of the summer session. 


New York University: 

Witt1am F. Connery has been appointed 
chairman of the National Tax Association Com- 
mittee on Governmental Fiscal Relations. 


Columbia University: 
James B. Foxworts and GarLanD C. OWENS 
have joined the staff as lecturers, 


Fordham University: 

Recent appointments include Harry ALEx- 
ANDER as instructor and James MAcCNEILL as 
lecturer. 

GrerRALD Morrissey has resigned to enter 
public practice. 

CHRISTIAN OEHLER has recently completed a 
series of lectures on the uses of accounting in law 
practice to members of the New York Bar. 

Joun B. Scuuoipr has been elected to member- 
ship in the English Association of Accountants 
and Auditors. 


NORTH DAKOTA 
University of North Dakota: 

Donatp H. Forp has been appointed in- 
structor in accounting to replace Lioyp H. 
NYGAARD, who has resigned to become auditor 
for the State Board of Higher Education. 

Donatp J. Wricur has been appointed in- 
structor to replace VELoIcE Winstow who has 
resigned to enter public accounting. 

R. D. KoppEnHAVER has been appointed per- 
manent representative to the Central States Ac- 
counting Conference. 
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Tuomas J. Cxurrrorp, Dean of the School of 
Commerce, has been elected president of the 
North Dakota Society of CPA’s. 

Joun A. Stapres spoke recently before the 
North Dakota Society of CPA’s on regulatory 
legislation. 

OHIO 
Antioch College: 

Several hundred employers and alumni at- 
tended a centennial conference on the Yellow 
Springs campus in February to evaluate “work 
experience and higher education.” These in- 
cluded many outstanding leaders in industry and 
public accounting. Students and faculty members 
participated throughout as panelists or in the 
audience. Antioch was the first liberal arts col- 
lege in the country to establish a study-plus-work 
program. 

Ohio State University: 

The University was host in May to the 16th 
annual Institute on Accounting. Featured on the 
program was the presentation of four distin- 
guished accountants who have been elected to 
the Accounting Hall of Fame: Carman G. 
BuioucH, SamuzLt J. Broap, THomas HENRY 
SANDERs and Hiram T. 

Jess W. Branpon has resigned to go to the 
University of Miami in Florida. 

Harry C. Lyre has returned as instructor 
after a year in public accounting. Newly ap- 
pointed instructors are C. R. Grimstap and 
Jack J. KEMPNER. 

James R. McCoy addressed the Columbus 
Control of the Controllers Institute in September. 

H. W. Domican spoke before the state confer- 
ence of the Ohio Retail Food Dealers Association 
in October. 

J. B. Hecxert spoke at Binghamton, New 
York, in December before the National Associa- 
tion of Cost Accountants. HECKERT also spoke in 
Youngstown, Ohio, at a meeting sponsored by 
the Ohio Society of CPA’s, NACA, and West- 
minster College. 

Russett H. Wiicox addressed the Columbus 
Control of the Controllers Institute in January. 

W. E. Dickerson addressed the Columbus 
Milk Distributors Association in January. 

HERMANN C. MILLER spoke before the Cleve- 
land Control of the Controllers Institute in Jan- 
uary. Miter has been elected secretary-treas- 
urer of the newly formed Council on Professional 
Education for Business. 

J. B. Hecxert has been elected to the Hall of 
Fame on Distribution sponsored by the Boston 
Conference on Distribution. 
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James R. McCoy is editor of the Ohio Certi- 
fied Public Accountant. 


OKLAHOMA 


University of Tulsa: 

The University was host in April to its annual 
conference of accountants, featuring this year a 
program emphasizing petroleum industry ac- 
counting problems. The conference is co-spon- 
sored by seven technical accounting organiza- 
tions. 


OREGON 
Oregon State College: 
Ra.pH Boyp was on leave with Arthur Ander- 
sen & Company in Chicago, under their special 
teacher-business arrangement. 


RHODE ISLAND 


University of Rhode Island: 

Davip GEFFNER gave a series of lectures to 
the Rhode Island Bar Association. 

W. S. Briccs gave two addresses recently, 
one to the Rhode Island Chapter of CPA’s on 
the problems of teaching accounting, and the 
other to the executives of the Owens-Corning 
Fiber Glass Company. 


TEXAS 

University of Texas: 

Horace R. Brock has accepted a position on 
the accounting staff at the University of Arkansas. 

VERNON H. Upcuurcu is serving as full time 
instructor while completing work for the Ph.D. 
Degree. 

Rosert T. Tussinc has joined the staff as 


instructor while working towards a Ph.D. degree. 
Jr G. AsHBURNE received his CPA certificate 
after the November examinations. 
C. AUBREY SMITH is currently serving as vice. 
president of the Texas Association of CPA’s. 
Gitenn A. WELSCH spoke before the Sabine 
Chapter of NACA in January on the controller’s 
place in top management. 


UTAH 
Brigham Young University: 

Additions to the staff include H. V. ANDERsEx 
as assistant professor, and J. T. BENTLEY and 
J. M. Waite as instructors. 

Howarp D. Lowe will be on leave for the 
coming year to complete work on a doctorate at 
Indiana University. 


VIRGINIA 
University of Virginia: 

R. M. MussELMAN is a member of the Board 
of Editors of the Journal of Taxation, director of 
the Virginia Society of Public Accountants, anda 
member of the American Institute of Accountants 
Committee of Local Practitioners and Committee 
on Accounting Personnel. 

F. S. KaAuLBAck, JR. addressed the building 
materials dealers of Virginia in February. 

L. H. RHINELANDER is teaching a summer 
course in accounting for lawyers at the University 
of North Carolina. 


WASHINGTON 
University of Washington: 


D. H. MACKENZIE has been made chairman of 
the Seattle Transit Commission. 
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BOOK REVIEWS 


ArtTHuR M. CANNON Editor 


Accounting 


Accounting and the Accountant in Management. The 
Dickinson Lectures for 1953. Harry Elmer Hum- 
phreys, Jr. (Andover: The Andover Press, Ltd. 1953. 
Pp. viii, 55. $1.50.) 


In reading these two lectures by Mr. Humphreys, 
who is Chairman and President of the United States 
Rubber Company, to the Graduate School of Business 
at Harvard University, one must keep in mind that Mr. 
Humphreys was talking to a group of students. Much 
of what he has to say in the first lecture is axiomatic to 
those who have been long in public or industria] ac- 
counting, but it is well said to young men who have such 
acareer ahead of them. In the second, however, dealing 
with the abilities required by an accountant who hopes 
to fill an executive position, Mr. Humphreys brings forth 
much that is thought-provoking to those who may have 
already reached positions of eminence in industry. 

The first lecture, “Accounting as a Tool of Manage- 
ment,” covers in some detail the possible functions and 
responsibilities of the accountant in industry. It is a 
formidable list with which to confront even a member 
of the Harvard Graduate School, and Mr. Humphreys 
makes no attempt to minimize what top management 
expects. To enliven his presentation, but not necessarily 
adding to its excellent substance, Mr. Humphreys 
quotes a number of corporate executives whose views 
he requested on the subject of his lectures. 

The most interesting part of the first paper is that 
dealing with accounting for control purposes. One’s 
attention is caught by the observation that “accounting 
for control purposes involves both budgeting and fore- 
casting. Here the accountant comes into close coopera- 
tion with each operating division of the company,” and 
further along, “it must be recognized that practically 
every business decision involves an estimate. It is the 
job of the accountant to develop the forecasting proce- 
dure to conform as closely as possible to the method of 
reporting of actual future results, in order that errors 
may be limited to errors of management judgment. He 
should also have the ability to convey to management a 
clear understanding of the assumptions on which the 
forecast is based.” 

Mr. Humphreys goes on to give his views on the re- 
sponsibility of the chief accounting officer in the matter 
of costs, capital expenditure problems, working capital, 
taxes and government contracts, depreciation, and the 
task of presenting financial facts to the public. 

It would be expected, in any analysis of the qualities 
required by an aspirant for the post of chief accounting 
or financial officer, that the much-discussed subject of 
education in the humanities would arise. Mr. Hum- 
phreys says “the young accountant often overlooks the 
fact that a man’s philosophy of life enters strongly into 
his philosophy of business and that training in the 
humanities can be an important aid in becoming a well- 
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rounded individual.” At the same time, the lecturer 
spells out the great need for technical and operational 
(in the business) training, again almost overwhelmingly. 

There has been some controversy recently as to 
which makes the better industrial leader—the rugged 
individualist or the man who gets along with everybody. 
Mr. Humphreys picks the latter, and gives his reasons 
in some detail, supported by quotations of several other 
business executives. 

Finally, on leadership, he stresses the need of positive 
attitudes, such as “a sense of responsibility, self-confi- 
dence, imagination, spirit of inquiry, perseverance, 
loyalty, sympathy, and a touch at least of humor.” 

It is this reviewer’s opinion that, even though some 
business executives might not agree with all of Mr. 
Humphrey’s views, his audience was privileged to hear 
two lectures of a very high order, obviously prepared 
with great care by a man well qualified to deal with the 
subject. 

A. J. E. 
Vice-president 
Canada Packers Limited 
Toronto 


Fundamental Principles of Accounting. C. A. Moyer and 
H. T. Scovill. (New York: John Wiley & Sons, Inc., 
1954. Pp. xv, 631. $6.00.) 


Two authors with long and distinguished careers in 
the teaching and practice of accounting combined to 
write this first-year textbook. The result is a traditional 
approach on accounting methodology and related busi- 
ness procedures, well written throughout in a simple 
straightforward manner which the freshman student 
should be able to follow with a minimum of help from 
the instructor. 

The first fourteen chapters give a lucid presentation 
of the bookkeeping aspects of the complete accounting 
cycle. These procedural aspects are presented com- 
pletely in terms of service or trading concerns operated 
as single proprietorships. 

The authors clearly state the purpose of the last half 
of the book as follows: “In the chapters in the latter part 
of this volume consideration is given to the analysis of 
a number of transactions, the use of several new ac- 
counts, and a few statements and analyses; but the 
greatest emphasis is placed on business procedures as 
reflected through the use of business papers, special 
books, and auxiliary records.” 

A total of 154 problems evenly distributed through- 
out the book provide ample practice material for the 
student. These problems are in almost all cases proce- 
dural in nature and closely follow the material in the 
chapter. The student will be able to work these prob- 
lems without extensive class discussion of them before 
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they are assigned. They do not include alternative treat- 
ments or theoretical and advanced problems which 
might cause the student trouble. There is also an Dlus- 
trative Problem available for use during the study of the 
second half of the book. 

In the first part of the book, dealing with a service 
type proprietorship, the authors introduce ledger ac- 
counts, the trial balance, and the closing of the books. 
They next introduce the handling of inventories includ- 
ing a discussion of the taking and pricing of a physical 
inventory. No discussion of perpetual inventories is 
included. Journals are first introduced in chapter 7 by 
use of special single column journals. Columnar journals 
are then introduced with a discussion of controlling ac- 
counts and subsidiary ledgers. An introduction to fi- 
nancial statements is then given before the review in 
chapter 10. The first half of the book is completed by 
two chapters on negotiable instruments and interest and 
discount calculations and two chapters on adjusting 
entries, 

The second half of the book, which emphasizes busi- 
ness forms and procedures, includes chapters dealing 
with cash records, sales and purchase forms and pro- 
cedures, the voucher system, and payroll accounting, 
followed by threechapters which deal with partnerships 
and corporations. The book concludes with special 
chapters on the analysis of financial statements, branch 
accounting, distribution of expenses and incomes by 
departments, single entry bookkeeping and a summary. 

The authors have made no attempt to include any 
material dealing with accounting for manufacturing 
operations. The book also does not deal with the cur- 
rently popular “managerial” approach to accounting. 
A serious deficiency in the eyes of many accounting in- 
structors will be the almost complete absence of any 
discussion of accounting theory. All subjects are intro- 
duced as procedural questions with a discussion in 
some places of the best way of recording but with no 
discussion of the usefulness of the resulting accounting 
data or their meaning either to management or others. 
The traditional approach of the authors is also reflected 
in terminology. 

The clear treatment of bookkeeping procedures and 
the fine summary of some of the important aspects of 
business procedure in a small or medium size service or 
trading concern make this book ideal for teaching the 
fundamental aspects of accounting procedure to stu- 
dents who will become employees or owners of such 
business enterprises. The treatment of topics such as the 
organization of a partnership or a corporation, sales 
taxes, payroll taxes, business forms, and many others 
make it a useful source book for bookkeepers in smaller 
nonmanufacturing businesses. However, the lack of any 
introduction to perpetual inventories, manufacturing 
entries, accounting theory, and recent changes in ter- 
minology, may limit the usefulness of this book as a first- 
year text for students who will major in accounting, 
production or engineering or whose future lies in em- 
ployment in large industrial corporations. 

Joun T. WHEELER 

Associate Professor of Accounting and Economics 

University of Minnesota 
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Cost Accounting (Third Edition). John G. Blocker ang 
W. Keith Weltmer. (New York: McGraw-Hill Book 
Company, 1954. Pp. xvi, 623. $6.50.) 


Blocker’s Cost Accounting was originally published 
in 1940 and first revised in 1948. The third edition re. 
flects careful reorganization and writing. Specialized 
chapters have been deleted. Several chapters have been 
combined with others. New chapters dealing with ef. 
ficiency analyses, with managerial alternatives and 
policy decisions, and with charting and reporting to 
management, have been added. The result is a coordi- 
nated text directed toward the learning of cost account- 
ing from the viewpoint of management. 

The book is sectionalized according to a functional 
plan. One series of chapters deals with the fundamentals 
of cost accounting. Another develops the principles and 
procedures applicable to job and process costing and to 
the use of efficiency standards. A third describes and 
illustrates procedures for the measurement and control 
of distribution and administrative costs. The final sec- 
tion gives attention to management alternatives and 
policy decisions based upon cost analyses and cost re- 


rts. 

Part I provides appropriate materials for learning or 
reviewing the terminology and procedures applicable to 
accounting and control of material, labor, and overhead; 
to the preparation of payrolls and the meeting of re- 
quirements fixed by tax and regulatory legislation; and 
to simple budgetary techniques. Clerical procedures 
have been minimized but not neglected. Emphasis is 
placed upon meanings, purposes, and methods. These 
chapters will provide a quick review for those students 
who have studied the introductory phases of cost ac- 
counting. Those who understand recordkeeping but who 
have had no training in cost accounting will find the 
explanations and illustrations adequate for their learn- 
ing purposes. 

The second section gives thorough creatment to 
product costing and to efficiency controls under both 
the job and process cost systems. The theory of depart- 
mentalization is developed and applied for more ac- 
curate apportionment of costs to activities and products 
and to establish personal responsibility for efficiency 
performance. Joint-product and by-product cost prob- 
lems are discussed. Methods of budgeting, recording, 
reporting, and analyzing to apply and to interpret stand- 
ards are explained. Estimated costing is illustrated. 
Several chapters provide an exceptionally good treat- 
ment of methods for establishing standards, recording 
standard costs and their variances, analyzing the de- 
termining causes of variance from standard, and pre- 
paring efficiency reports to management. 

Part ITI explains procedures applicable to cost meas- 
urements and efficiency analysis for nonproduct operat- 
ing activities. Some of the reference value of the second 
edition has been lost by deletion of the chapters devoted 
to cost accounting for institutions and governmental 
units. The effectiveness of the material for teaching 
methods of measurement and control of distribution 
and administrative costs of industrial and trading en- 
terprises, however, has been increased. 

The final section consists of two short chapters. 
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These develop and explain the uses of cost analyses and 

ic presentation of data upon which management 
may make policy decisions. Discussed here are such 
matters as whether to make or buy, whether to replace 
or to continue in use machinery owned, whether to ac- 
cept or reject special orders or orders at reduced prices, 
whether to add or drop a product or territory, and 
whether to produce at one or another of several possible 
levels of operation. Differential costing is explained and 
illustrated. Strong and weak points of direct costing 
versus full costing are noted. Contribution margin 
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the learning needs of the student. Practice sets are 
available for use in those courses where time permits 
the assignment of comprehensive problems. One set 
applies procedures to a job cost system. Another makes 
possible practice in the operation of a process cost sys- 
tem. A third provides for the application of standard 
costing methods to the manufacturing and selling ac- 
tivities of an industrial enterprise. 

Descriptive material in the text is exceptionally well 
written. Principles are clearly stated. Procedures are 
carefully explained. Charts, diagrams, forms, and ap- 


analysis is explained and illustrated. propriately prepared illustrations add to the teaching 
Questions and problems are designed to encourage _ values of the book. 
the discussion and application of principles. There are Raps L. Boyp 
enough problems to allow alternative assignments. All Professor of Business Administration 
are closely correlated with chapter content. They repre- Oregon State College 
sent realistic situations and are especially adapted to 
Auditing 


Auditing, An Introduction to the Work of the Public Ac- 
countant. Eric L. Kohler. (New York: Prentice-Hall, 
Inc., 1954. Pp. XI, 626. $6.75) 


This book is a revision of the first edition (1947) 
with the basic structure maintained but with major 
changes and expansions within that structure. The for- 
mer text’s 258 pages plus an illustrative audit have 
expanded to 626 pages including the illustrative audit. 
Not only has this audit been brought within the covers 
of the book but also the text specifically refers to par- 
ticular parts of the audit to illustrate various points. 

The division of the text into sixteen chapters of al- 
most equal length fits well into the usual semester sys- 
tem at one chapter a week. The chapters are as follows: 
. Meaning of Auditing 
2. Mechanics of Auditing 
3. Planning the Audit 
4. Procedural Review 
5. Operations 
6 
7 
8 


— 


. Cash 

. Receivables 

. Inventories 
9, Investments; Deferred Charges; Intangibles 

10, Fixed Assets 

11. Depreciation 

12. Liabilities 

13. Paid-in Capital; Surplus 

14. The Detailed Audit 

15. Closing the Audit; Financial Statements 

16. Reports. 

The introductory and ending chapters (1-5 and 14- 
16) are completely up to date. Reference is made to 
current practices, to the most recent publications of the 
American Institute of Accountants and American Ac- 
counting Association and to recent audit reports. The 
chapter on Mechanics of Auditing is very valuable in 
its explanation of the “audit verbs.”” Having explained 
onalyze, test, scan, etc. at this early stage, Mr. Kohler is 
able to proceed more efficiently later in the book. In 
these early chapters there is also an historical review of 
audit thinking, procedures and certificates. This review 


should be helpful to the student in getting the feel of the 
profession. 

The “audit procedure” chapters (6-13) generally 
follow this basic outline: ‘ 

Principles and Practic*s 
Internal Controls 

Financial Statement Standards 
Representative Audit Program 
Audit Procedures 

Illustrative Audit 

Working Papers 

Problems and Questions. 

The section on principles and practices is a discussion 
of the accounting aspects and, in the cash chapter, 
runs a little over two pages. The section on internal 
controls is about as long and explains the features of a 
good system. Financial Statement Standards is brief 
and to the point. The Representative Audit Program is 
a mere listing of things to do. In the first edition this 
section was titled Audit Procedure. However, the Audit 
Procedures section of this new text is a discussion of how 
to do the things listed in the program. In the cash chap- 
ter nearly fourteen pages are used in this explanation. 
The section titled Illustrative Audit refers to that audit. 
This section tells the student what pages to look at and 
what to see on the pages. An important point in the 
explanation is that certain of the adjustments noted 
might be passed over as being too small to be material. 

Although the explanation of the procedures was, in 
general, excellent, the reviewer was disappointed not to 
find a discussion of wky—why the procedures are per- 
formed, what they prove, and what kinds of errors they 
are designed to catch. On the other hand, this leaves 
plenty of room for the teacher to teach his students 
auditing instead of permitting them merely to memorize 
lists of procedures. 

Mr. Kohler has shown a tendency to be overly blunt 
at points: “Of course, no business enterprise will have a 
bank overdraft if its funds have been carefully con- 
trolled.” Yet one audit on which this reviewer partici- 
pated ran an overdraft continually for several years and 
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depended upon cash to be received and deposited before 
outstanding checks cleared. This required extremely 
close contro]. In the very next paragraph, Mr. Kohler 
categorically states that Treasury notes held for pay- 
ment of Federal income-tax liability may not be de- 
ducted from the liability. He makes no mention of the 
fact that most companies do so with the sanction of 
their auditors and the Institute’s Accounting Research 
Bulletin #12 and Chapter 3, Section B of Bulletin #43. 
Mr. Kohler has a perfect right to disagree with the rec- 
ommendations of these bulletins and he has the stature 
to do so. However, in a text for students it seems he 
should also point to the other wide practice and state 
his reason for disagreement. In this same chapter on 
cash, he presents a form of request for bank confirma- 
tions and a form for the bank’s reply, but does not even 
mention the one developed by the American Institute of 
Accountants and widely adopted by the various firms. 

The problems and questions in this new edition are 
markedly improved over those in the former edition. 
Whereas the old ones were mostly one sentence ques- 
tions, the new ones include a number of problems re- 
quiring genuine thought and analysis. For example, a 
problem on accounts receivable requires the aging of a 
single account in which there were nineteen transactions 
including not only sales and receipt of cash but also re- 
turns, allowance of claims, and unauthorized discount 
charged back. Another gave the audit program which 
a subordinate followed in examining notes receivable. 
The student is to discover the one essential step he 
missed and tell how to perform that step. 

At times, particularly in the beginning, the book is 
not easy reading; it may be pitched a bit above the 
college undergraduate getting his first taste of this pro- 
fession. Reasons for the procedures followed are not 
made clear and in some cases the author becomes down- 
right dogmatic. In spite of these difficulties, this re- 
viewer believes this book will be a most useful text. It is 
well designed and thoroughly up to date. Fraud is dis- 
cussed but not overemphasized. There are good prob- 
lems and questions. The unique tie-in of the text to the 
illustrative audit case is excellent. 

Joun H. Myers 
Associate Professor of Accounting 
Northwestern University 


Auditing Procedures—An Introduction for the Siudent- 
in-Accounts. H. C. Dell and J. R. M. Wilson. (The 
Canadian Institute of Chartered Accountants, 1953. 
Pp. 147. $2.00.) 


The objectives of this book are well stated in the 
opening paragraph of Chapter I as follows: 

“This book has been written to tell you in simple 
terms about audit procedures used by public ac- 
countants in their practice. It is addressed to the 
student-in-accounts who is starting the practical 
work and studies which will culminate after several 
years in his passing the final examinations of one of 
the Provincial Institutes of Chartered Accountants 
and becoming a Chartered Accountant. It is hoped 
that it will also be useful to the university student 
studying auditing and to the more advanced student- 
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in-accounts who may wish to review the subject 
generally. But primarily the book is addressed to the 
student who has just started on the staff of a Char. 
tered Accountant or a firm of Chartered Account. 
ants.” 


That this book is intended for the beginner is wel] 
illustrated by the two chapters which briefly discuss the 
principles of bookkeeping and accounting. One chapter 
describes the more common books of original entry, the 
concept of debits and credits, the general ledger, and 
control accounts. A few examples and specimen trans- 
actions are provided to illustrate the fundamentals. The 
second chapter makes a distinction between bookkeep- 
ing and accounting and emphasizes the importance to 
an auditor of possessing a knowledge of accounting. 
Accounting principles are defined and illustrated in 
general terms. 

The next chapter is an introduction to auditing 
which starts with an explanation of the requirement 
under the Companies Acts of Canada and its provinces 
that an auditor must be appointed each year to report 
to the stockholders as to whether the balance sheet is 
properly drawn up so as to exhibit a true and correct 
view of the state of the company’s affairs. The effect of 
this requirement and how it has been interpreted to 
include all of the financial statements is then discussed. 
The auditors’ standard form of report and its meaning 
is explained and contrasted to the certificate used in 
the United States. The interests of directors and man- 
agement and various third parties in the auditors’ re- 
port are summarized to show the importance of the 
work of an auditor. 

This chapter concludes with a discussion of the gener- 
ally accepted auditing standards contained in the publi- 
cation “Codification of Statements on Auditing Proce- 
dures” by the Committee on Auditing Procedure of the 
American Institute of Accountants. The standards are 
considered from the viewpoint of the Canadian auditor. 
It is concluded that they might well be considered as 
representative of generally accepted auditing standards 
in Canada except for the requirements that the report 
should state whether the financial statements have been 
prepared in accordance with generally accepted princi- 
ples of accounting consistently applied. This is not spe- 
cifically required by Bulletin No. 6 of the Accounting 
and Auditing Research Committee of the Canadian 
Institute of Chartered Accountants although the au- 
thors think that it is implied in their standard report. 

The remainder of the book is concerned with auditing 
procedures. Two chapters are devoted to the step-by- 
step procedures in what is termed the “current audit,” 
which is the detail audit of transactions for a period 
prior to the end of the fiscal year. The treatment is very 
thorough and goes into such details as the Canadian 
practice of ticking and stamping the client’s records and 
documents as proof that they have been audited, what 
records or portions thereof should be footed and cross- 
footed, what to look for in the examination of checks 
and other documents, etc. 

Although the authors state in several instances that 
the purpose of an examination no longer is to look for 
fraud, attention is given to common methods of con- 
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cealing defalcations. The program is developed around 
the detailed examination or test of the records of original 
entry and supporting data of a medium-sized manufac- 
turing company. There are frequent admonitions that 
all of the procedures are not always necessary and that 
some may be eliminated by the senior. 

Four chapters are devoted to year-end procedures in 
the examination of financial statements. These seem to 
be written for one of more experience than the intended 
reader of the section on the current audit. The proce- 
dures for examination of each section of the financial 
statements are reasonably complete in number but 
briefly described. More attention is devoted to the ob- 
jectives in the examination of the various accounts 
than in previous chapters. Several examples are included 
to illustrate the reasons for determining that certain 
accounts are correctly stated and to show the interrela- 
tionship of accounts between the balance sheet and the 
income statement. 

The last topic covered by the book is internal check 
and control. The authors state that although the review 
of internal control must be made before the audit, they 
believe that the beginner is better able to understand 
the subject after covering the auditing procedures. The 
final chapter defines internal control and discusses the 
reasons for making the review. Various ways of deter- 
mining the internal control in effect and recording the 
auditors’ findings in the working papers are briefly dis- 
cussed, and the questionnaire method is illustrated. 

This book has been written by two practitioners and 
published by the Canadian Institute of Chartered Ac- 
countants. It was intended for and should under these 
conditions be well suited to the needs of the beginner in 
Canada. It differs in some respects from the pattern of 
standard textbooks on auditing in the United States. 
Working papers are not illustrated, nor is the effect of 
internal control on the scope of an audit well developed 
or illustrated. Since this is not a textbook, there are no 
problems or questions. 

Furthermore, in the United States in a company of 
any size the internal control usually is sufficiently 
strong so that in the examination of the financial state- 
ments a detailed audit of the transactions for a period 
(such as the current audit described in the book) is not 
necessary. Also, we are not faced with the requirements 
of the Companies Acts. The procedures are designed as 
a guide for a beginner in the audit of a medium-sized 
manufacturing company and would be difficult for an 
inexperienced reader to adapt to the audit of other 
types of enterprises. For these reasons the book will 
have only limited application in the United States in 
college courses or for use in the practitioner’s office. 

RICHARD S, CLAIRE 

Arthur Andersen & Co. 

Chicago 


Examination of Insurance Companies. Edited by Adel- 
bert G. Straub, Jr. (New York: State Insurance De- 
partment, 1953. Vol. 1 and 2, 1355 pages. $15.) 


In its roles as a provider of security and as an insti- 
tutional investor the insurance industry influences every 
aspect of our economic life. Now there has been. made 
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available for the first time a comprehensive description 
of the complex operations of insurance companies and 
the means by which those operations are supervised by 
the state. These volumes are an outgrowth of an in- 
service training program developed for junior and as- 
sistant examiners of the New York Insurance Depart- 
ment. Over a three-year period some ninety lectures 
were delivered to this group. The first two volumes 
containing thirty-seven of these lectures are now pub- 
lished, with four additional volumes planned for release 
in the near future. 

Volume One is separated into two sections: the first 
describes the development, organization, and operation 
of the New York Insurance Department and the Na- 
tional Association of Insurance Commissioners; the 
second volume describes the development and current 
practices of every major branch of insurance. Leading 
company officials describe life, fire, casualty, marine, 
inland marine, surety, accident and health, and title 
insurance. In addition, group coverages, reinsurance, 
and the multiple-line concept are presented in some 
detail. 

Some unevenness in presentation is evident. Certain 
topics, such as the types of reinsurance contracts or the 
nationwide definition of inland marine underwriting 
powers, are discussed in several chapters; others, such 
as the individual annuity contract, are omitted entirely. 
Coverage and contract provisions are discussed in the 
chapter on fidelity and surety insurance but not in the 
chapter on casualty insurance. These differences in ap- 
proach are not serious, however, and are a consequence 
of using numerous authors. 

Volume Two is divided into four sections dealing 
with the “human relations” approach to examination, 
the regulation of agents and brokers, examination tech- 
niques, and the examination of assets. In these latter 
sections the reader is taken through all the intricate 
procedures of examination, with special emphasis on 
legal and accounting problems. 

Most of us who have been forced to deal with a mul- 
tiplicity of contracts in order to obtain coverage against 
the major risks to which property is exposed have 
wondered why a single policy could not provide this 
protection. In the chapter on the development of the 
multiple-line concept, Mr. William D. Winter, Chair- 
man of the Executive Committee of the Atlantic Mutual 
Insurance Company, discusses this problem. He explains 
how the compartmentalization of insurance by particu- 
lar hazards developed in this country and how it was 
frozen into law. Analyzing the removal of this obstacle 
he states: 


“Under multiple power laws, companies are being 
permitted to assume what should be the fundamental 
purpose of insurance, namely, to insure against the 
loss of property and not to assume the risk of one 
hazard or a few hazards to which property is subject. 
A business can be equally hurt whether property is 
destroyed by fire, flood, wind, or earthquake. Unless 
the insurance underwriter and government officials 
concerned with insurance supervision take time to 
understand the fundamental concept of insurance as 
practiced in the marine insurance field and apply 
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these principles and practices to property on land, 

the insurance industry in the United States will not 

progress.” 
Mr. Winter then discusses the requisites for the develop- 
ment of an all-risk policy. Recognizing the many prob- 
lems in the creation of this type of policy, he believes 
that his program suggests the approach which must be 
taken if the public is to be served. 

Of special interest to accountants are the sections in 
Volume Two which deal with company statements and 
the examination of assets. An examination of an insur- 
ance company is somewhat broader than an audit of a 
commercial firm, and the subject matter of these sec- 
tions is quite diversified. Because of the importance of 
valuation of assets to the insurance examiner, consider- 
able attention is given to the principles of valuation for 
each major type of asset found in the investment 
portfolio of an insurance company. The chapter on 
securities, for example, includes not only an analysis of 
the theory of amortization, but describes the basis for 
valuing perpetual bonds, bonds of the same issue pur- 
chased at different prices, and bonds of foreign countries 
payable in foreign currencies. 
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This reviewer has only two major criticisms to offer: 
one of inclusion, one of omission. The section of applied 
psychology appears to be extraneous. Although the 
lecture from which this chapter was taken undoubtedly 
was valuable in the training course, the topic is not 
closely related to the subject of company examinations 
and is too brief to be helpful to those interested in the 
topic. 

The other criticism is directed at the decision tp 
provide a comprehensive index for the complete series 
in Volume Six rather than an index for each volume. 
The absence of an index will limit the usefulness of the 
present volumes until the entire series is available. 

A major contribution has been made with the publi 
cation of these first two volumes of Examination of 
Insurance Companies. The series will undoubtedly bea 
definitive work in this field for many years to come, and 
the publication of the remaining four volumes is eagerly 
awaited by those concerned with this important sub- 
ject. 

H. W. SnmeER 
Associate Professor of Business 
Illinois Wesleyan University 
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National Accounts Studies: Norway. National Accounts 
Research Unit, Organization for European Economic 
Cooperation. (Paris: Organization for European 
‘Economic Cooperation. 1953. Pp. 132. $2.00.) 


National income accounting is a relatively new 
field, developing rapidly during the upsurge in eco- 
nomic planning during the Second World War. Early 
efforts involved only the preparation of an estimate 
of national income. The first estimates made in Nor- 
way were published in 1893. Later, more forma! sys- 
tems were devised to measure economic activity in 
the various national economies, that for Norway first 
being published in 1946. Unfortunately each of these 
systems was set up independently (subject to the inter- 
national traffic in ideas, of course), and as a result there 
has been considerable variation from country to coun- 
try, based in part on the characteristics of each economic 
system and in part on the peculiarities and proclivities 
of the individuals in charge of the work. Accountants 
who despair of the lack of comparability of American 
corporation statements should be grateful that their pri- 
mary interest is not in the field of national income 
accounting. 

First attempts to restore order in this field were made 
by the League of Nations. Measurement of National In- 
come and the Construction of Social Accounts (Geneva, 
1947) laid down some guiding principles and recom- 
mendations, the Sub-Committee on National Income 
Statistics expressing the hope that greater international 
comparability would result from their application in 
each country. 

The establishment of the Organization for European 
Economic Cooperation brought a greater need for com- 
parability. American economic aid was to be distributed 
among the Western European countries after considera- 


tion of their needs. In part these needs were to be deter- 
mined by examination of their national accounts. In an 
attempt to bring greater uniformity, A Simplified Sys- 
tem of National Accounts (Cambridge, 1950) was pub- 
lished; this was later replaced by A Standardised System 
of National Accounts (Paris, 1952). These publications 
have exercised great influence over developments in 
this field, particularly in countries which have only 
recently attempted to set up social accounting systems. 
Lack of data is a barrier in most countries and the theo- 
retical framework has been forced to bow to practical 
exigencies. (Another parallel to private accounting!) 

This report is a description of the national account- 
ing system of Norway. Included also is a comparison of 
the Norwegian accounts with the standardized system 
previously referred to. Reports of this type have also 
been made for Denmark, Switzerland, France and the 
Netherlands. This work has been carried on under the 
direction of J. R. N. Stone of Cambridge University and 
Milton Gilbert, formerly associated with the National 
Income Division of the United States Department of 
Commerce. 

The most important difference between the Norwe- 
gian system and the standardized system is in the con 
cept of capital formation. Norway includes repairs and 
maintenance of physical property as well as expenditures 
on construction and new equipment. The standardized 
system and the system used in this country by the 
Department of Commerce follow business accounting 
by excluding repairs and maintenance. Unorthodox & 
the Norwegian may be, it nevertheless has its attrac 
tions. The decision-making process in business fre 
quently treats repairs and additions in the same mat- 
ner, and all accountants are familiar with the arbitrary 
and income-tax-biased way in which the line between 
the two is drawn. 
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As accountants are well aware, differences in what 
is capitalized must affect the depreciation provision. 
Not only in concept but also in the data gathering 

the Norwegian system departs from that used 
inthe United States. No use is made of private account- 
ing data, independent estimates being made. The pri- 
mary method is to determine the net value of capital 
assets every ten years, determine the depreciation for 
the decade by a comparison of beginning values plus 
additions with ending values, and allocate the depreci- 
ation over the ten year period by use of the straight 
line and output methods. The report does not reveal 
why both distribution procedures are used or in what 
industries each is used. In some industries gross capital 
formation is spread over estimated life, 100 years being 
used for residential construction. (See Bulletin F!) 

Norway’s social accounts follow the standardized 
system in basing depreciation on current price levels. 
The United States Department of Commerce uses ac- 
counting data (compiled from income tax returns) as its 
primary source for depreciation and makes no adjust- 
ment for price changes. 

The three accounting systems are not uniform in their 
treatment of governmental expenditures on buildings 
and equipment. Norway and the standardized system 
include such expenditures in capital formation; the 
Department of Commerce does not distinguish between 
current and capital expenditures of government, includ- 
ing only business assets in capital formation. American 
social accounting follows conventional governmental 
accounting in not providing for depreciation on govern- 
ment owned capital assets. Norway provides for depre- 
dation on all government owned capital, while the 
standardized system recommends depreciation on 
buildings only. 

Accretion is recognized in the Norwegian system, for 
the natural increase in forests is included in the accounts 
and hence increases the national product. This is a de- 
parture from the standardized system, but appears to 
be justified. The importance of forests in the economic 
system is undoubtedly responsible for this deviation 
from orthodoxy. Interestingly enough, in 1952, logging 
operations exceeded timber growth by five million 
kroner. 

Other important features of the Norwegian system 
involve the elaborate imputation process to which some 
American accountants have objected. Of particular 
importance is the failure to impute rent on government 
buildings (here Norway follows the Department of 
Commerce in not inputing), and the charging of the 
imputed value of free bank services entirely to private 
consumers rather than in part to business enterprises. 

National accounting systems are sometimes called 
double-entry systems, but that used by the Department 
of Commerce is not double-entry in the typical ac- 
countant’s vocabulary. True, transactions are entered 
twice—once on the books of the seller and once on the 
books of the buyer. The Norwegian system is true 
double-entry—a sale is recorded “‘as a credit on the real 
transaction account ...and a debit on the financial 
transaction account of the seller.” Thus money flows 
(see the work of Maurice Copeland of Cornell Univer- 
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sity and the National Bureau of Economic Research) 

are integrated into the social accounting structure. 

An examination of a social accounting report for 
another country always results in a temptation to 
make inter-country per capita income comparisons, 
Differences in methods and concepts of measurement 
and currency conversion problems make any such com- 
parisons dangerous, and to these difficulties must be 
added the non-comparability of per capita income in a 
highly industrialized economy with one in which self- 
sufficient agriculture is still important. No such com- 
parison will be made here, but persons interested in this 
aspect should refer to the O.E.E.C. 1954 publication An 
International Comparison of National Products and the 
Purchasing Power of Currencies. 

Other comparisons can, however, be made. Employ- 
ees receive 51% of the national income in Norway and 
64% in the United States. The ratio of net private 
domestic investment to national income is 11% in 
Norway, 15% in the United States. Emphasis on capital 
in the United States would appear to raise the income 
of the employees relative to the owners of capital. As 
would be expected agriculture contributes a larger por- 
tion of the national product in Norway than in this 
country; the reverse is true of the service industries. 
Expenditures for food, beverages and tobacco make up 
38% of the consumer budget in Norway, and only 34% 
in the United States. All of these comparisons are for 
1950. 

Unfortunately social accounting in all parts of the 
world appears to be the domain of the economist and 
the statistician. As a result, this publication bears no 
evidence of the hand of an accountant. Few are the 
accountants that have touched on this field, and the 
only semiorganized effort has been that of the national 
income committee of the American Accounting Associ- 
ation. Strong support should be given to their activities 
by all other accountants. 

Cart L. NELSON 
Professor of Accounting 

University of Minnesota 
Statistics of National Income and Expenditure. Statistical 

Office of the United Nations. (New York: United 

Nations, 1953, Pp. 69. Price $0.60.) 

Concepts and Definitions of Capital Formation. Statistical 
Office of the United Nations. (New York: United Na- 
tions, 1953. Pp. 19. Price $0.25.) 

A System of National Accounts and Supporting Tables. 
Statistical Office of the United Nations. (New York: 
United Nations, 1953, Pp. 46. Price $0.50.) 

The United Nations is taking the lead in accumu- 
lating and presenting national income estimates on a 
multi-country basis, and in suggesting procedures for 
developing consistent systems for national income ac- 
counting. The information and methods presented in 
these publications are oriented toward assisting in the 
formulation of public policy, particularly in the field of 
economic development. The introduction of standard 
practices of national income accounting for all countries 
would provide a basis for comparisons that would be 
difficult if not impossible, should each country embark 
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upon the task independently. It is appropriate that an 
agency of the United Nations should take the initiative 
in working toward a unified system by providing the 
basic conceptual framework. These three publications 
are steps in this direction. 

Statistics of National Income and Expenditure is the 
fourth in a series, published semi-annually since Febru- 
ary 1952, which brings together currently available 
national income estimates. The August 1953 issue 
includes national income aggregates for some 70 coun- 
tries. Six tables are presented: National Income 1938- 
1952, National Income 1919-1938, National Income in 
Constant Prices (indices), Net Geographical Produce 
by Industrial Origin, National Income by Distributive 
Shares and Gross National Expenditure. Only in the 
first of these tables, however, is information available 
on each of the countries included, and for some of these 
countries only for a few of the years between 1938 and 
1952. These data reveal the general absence of reliable 
national income estimates and the even greater absence 
of comprehensive social accounting. 

At best national income aggregates are rough ap- 
proximations. The estimates presented in this report 
have been collected by various means and without 
standard concepts and definitions, but brought together 
under common headings. This appears to permit better 
country-by-country comparisons than is warranted, 
and the reader is duly warned of this limitation in the 
introduction. Following each of the tables is a list of 
sources and explanatory notes where some differences 
in methods and concepts employed by the countries are 
indicated. 

These studies may prove of limited value in setting 
up development programs or for measuring roughly the 
results of such programs within countries. Perhaps of 
more importance would be that of serving as the first 
step toward a system of national income accounting. 

The two other pamphlets, Concepts and Definitions 
of Capital Formation and A System of National Accounts 
and Supporting Tables suggest definitions and proce- 
dures which should prove useful to countries in the 
early stages of collecting and presenting national in- 
come data. These reports outline in some detail the 
basic concepts and definitions most likely to pose 
problems. While it seems probable that the suggestions 
offered will not be appropriate for the problems of every 
economy, they could be the standard in terms of which 
deviations, for practical reasons, are explained. If a 
standard procedure is followed where possible, and de- 
viations noted, national income data will be meaningful 
for comparisons. 

Concepts and Definitions of Capital Formation outlines 
in 19 pages the economic concepts pertaining to capital 
formation and suggests means for obtaining empirical 
equivalents for the concepts. The report recommends 
that capital formation data be based on expenditures 
of enterprises for fixed equipment as revealed by ac- 
counting figures rather than derived from production 
statistics. The advantages and disadvantages of each of 
these approaches are discussed and the expenditure 
figure recommended largely on the grounds of expedi- 
ency and uniformity. 


The Accounting Review 


Where difficulties and misunderstandings are likely 
to appear in presenting these data, stress is placed op 
methods which display changes in the country’s produc. 
tive capacity. Some of the more common problems 
which will arise are discussed. Among those most 
prominently pointed out are the definition of a reg. 
dent, the computing of capital consumption, and the 
distinction between governmental expenditures for cop. 
sumption and capital formation. The discussion of these 
problems presents little that is new. Rather, attention 
is directed to possible ways of handling the estimates ip 
order to provide comparable information on capital 
formation. 

The purpose of the third pamphlet, A System of Na 
tional Accounts and Supporting Tables is “to provide a 
framework for reporting national income and product 
statistics which is of general applicability” (p. vii). The 
report does not deal with the problem of collecting the 
data, this being the theme of other studies. 

The system outlined contains six standard accounts 
within which the economic function of the activity as 
well as the sectors of the economy involved can be 
recorded. The accounts suggested are domestic product, 
national income, domestic capital formation, household 
and private nonprofit institutions, and general govern- 
ment. These are followed by twelve supporting tables 
designed to present economic activities in greater de- 
tail. For example, the account “gross domestic product” 
is further detailed in the tables to show the value of the 
product by industrial origin. Again, the account “do- 
mestic capital formation” is divided by type of capital 
goods. As a practical matter the tables could be in 
greater or lesser detail than the report outlines, depend- 
ing upon the information available and the problems 
involved. 

A number of well-known problems associated with 
national income statistics are considered, and sug- 
gestions made as to how they might best be quantita- 
tively recorded. Included among those discussed are 
problems of capital depreciation allowances, the valu- 
ation of home production for home consumption (an 
important consideration in underdeveloped countries), 
and the handling of certain governmental transactions 
which might prove troublesome. 

To take an example from the last of these: the report 
recommends that expenditures for defense, not includ- 
ing civilian defense, be treated as consumption, but 
that expenditures for capital formation for civilian 
defense purposes be included under domestic capital 
formation. One could imagine two installations, phys 
cally identical and both for defense, being in the one 
case a consumption expenditure, in another case, capi- 
tal formation. Since the recommendation in this case is 
perhaps as logical as any, when all things are considered, 
it is by providing a standard procedure for peripherl 
cases, of which there are many, that publications like 
these should prove most helpful. 

The value of these reports will depend upon the 
extent to which they standardize national income dats. 
Countries with established systems are unlikely to rush 
to the difficult undertaking of adjusting their methodsto 
this one. However, for countries only beginning national 
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income studies the suggestions could prove worthy goals 
toward which to work. They constitute necessary, but 
only preliminary, steps in the direction of unified social 
accounting. 


MARSHALL D. WaTTLES 
Assistant Professor of Economics 
University of Oregon 


The Frontiers of Economic Knowledge. Arthur F. Burns. 
(Princeton: Published for the National Bureau of 
Economic Research, New York, by the Princeton 
University Press, 1954. Pp. vii, 367. $5.00.) 


This book is a collection of sixteen essays by a well 
known economist, since 1953 the chairman of the Presi- 
dent’s Council of Economic Advisers. Before that 
appointment by President Eisenhower, Mr. Burns co- 
authored with Wesley C. Mitchell the massive work, 
Measuring Business Cycle (1946). Mr. Burns succeeded 
Mitchell in 1945 as Director of Research of the National 
Bureau of Economic Research. 

The first eight essays are reprinted from the Annual 
Reports of the National Bureau of Economic Research, 
1946-1953. They are written in a simple style, with a 
minimum of technical terminology. The second series of 
essays are mostly book reviews; they deal with the work 
of Mitchell, Thor Hultgren, J. R. Hicks, A. H. Hansen, 
Edwin Frickey, and E. G. Nourse and associates. On the 
whole, the second group of essays is more difficult read- 
ing and of less general interest than the first eight. 

The subject matter of this volume centers about 
business cycles and economic growth. Most of the 
essays follow a similar pattern, that of the examination 
of recent empirical findings in relation both to relevant 
economic theory and to previous findings. This analysis 
is very frequently set within an explicit framework of 
the desired ends and goals of economic policy. In this 
way Mr. Burns often reveals his philosophy of our eco- 
nomic system. There are numerous issues of economic 
theory scattered throughout the essays, and some of the 
essays are quite controversial, such as Essays 1, 11, and 
12. This reviewer is going to assume that the readers of 
Tae AccounTING REvIEW are more interested in Mr. 
Burns’ economic philosophy and a sample of the 
National Bureau’s findings, than the refinements of 
economic theory. 

In his 1951 Report, Mr. Burns sets forth a concise 
statement of the goals of balanced economic growth 
(p. 148): 


1. A high and steady volume of employment relative 
to the size of the labor force. 

2. A high and steadily rising volume of production 
of goods that people wish to have. 

3. A high and steadily rising volume of imports on 
which the hopes of the outside world are pinned. 

4. A fairly stable level of consumer goods prices for 
people at every income level. 

5. A minimal use of direct controls over prices and 
incomes. 


It would be well to note that the second and fourth ob- 
jectives give prominence to the consumer. Elsewhere the 
Proposition is advanced that the “thing to be maxi- 
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mized” is “human satisfaction” (p. 299). The third 
objective brings in the international scene, and Mr. 
Burns points out that neither recent nor earlier Ameri- 
can experience “can be understood apart from foreign 
events” (p. 37). He argued in 1951 that the reestablish- 
ment of confidence among the nations of the world was 
“more important even than the problem of economic 
stability, but the two are not unrelated” (p. 149). 

Mr. Burns regards the proper line of division between 
private and government activities as one of the “gravest 
problems of our times” (p. 143). The fifth objective 
above indicates substantial faith in our traditional 
market mechanism. While he is in considerable dis- 
agreement with certain aspects of Keynesian theory and 
its application to policy (Essays 1 and 11), Mr. Burns 
nevertheless notes that the relief of ‘mass unemploy- 
ment” is a virtue of the remedies proposed by Keynes- 
ians (p. 10). Our author has no formulas to apply; in 
fact formulas frighten him. He is a great respecter of the 
individuality of particular business cycles. This is not 
to imply that generalizations cannot be made about 
business cycles, or that the government should not 
take a hand in combating the excesses, upward or down- 
ward, of the business cycle. 

In his 1953 Report, Mr. Burns proposes “an economic 
general staff” similar to a military general staff (p. 
176). The function of such a staff would be to prepare 
strategic rather than tactical plans, in order to meet 
economic conditions that are dangerous to our economy. 
Flexibility would be preserved by the preparation of 
alternative plans. While it may be possible to check 
temporarily the growth of governmental intervention 
in economic affairs, Mr. Burns does not envision any 
permanent reversal of the government’s role in the 
affairs of our economy. These are the reasons he lists 
in support of this point of view (p. 43): 

1. The size of the public debt. 

2. The obligations to veterans. 

3. Public responsibility for a high level of employ- 

ment. 

4. The growing awareness of the needs of under- 

privileged groups. 

5. The continuance of international rivalry and fric- 

tion. 

6. The spread of collectivism abroad. 

7. Our own tradition of government intervention. 


In general, Mr. Burns’ economic philosophy avoids the 
extremes of the right and the left. His remarks imply 
that he would be cautious in extending government in- 
tervention, and on the other hand, that he would doubt 
the feasibility of policies designed to return our economy 
closer to laissez faire. 

In a summary of some of Simon Kuznets’ work, Mr. 
Burns points out several striking changes in the distribu- 
tion of disposable personal income (pp. 135-36). The 
share of such income going to the upper five per cent 
bracket changed from 34% of all incomes in 1929, to 
27% in 1939, and to 18% in 1946. The share going to the 
upper one per cent bracket changed from 19.1% in 1929, 
to 7.7% in 1946. There has also been a shift in employ- 
ment towards the service industries, particularly govern- 
ment services. The shift in persons privately employed 
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was from 96% of all employed in 1900, to 88% in 1949 
(p. 145). 

Probably the most useful information for business 
managers and accountants who are interested in predic- 
tion, is the analysis of time series in these essays. “One 
of the firmest and most important of the Bureau’s find- 
ings” is that the “cycle in aggregate activity has been 
invariably preceded by a remarkably regular cycle in the 
proportion of individual activities undergoing expan- 
sion” (p. 179). This latter cycle is one of the relative 
number of activities undergoing expansion in contrast 
to those contracting. One of the problems of the private 
forecaster is to place a given firm in the sequence of 
expansion and contraction of different types of economic 
activity. More specifically, the task is to find time series 
that lead expansions and contractions of orders placed 
with the given firm. It may be possible to get hints of 
such series from Mr. Burns’ discussion. 

Comparative graphic analysis is presented of orders 
for investment goods, industrial production, and income 
payments (p. 120). The ups and downs of net corporate 
profits are compared to other related series (p. 126), and 
seven leading series are contrasted with fourteen other 
series (p. 130). Table 1, p. 123, is a summary of the 
direction and amplitude of change of twenty-six com- 
prehensive time series. These twenty-six series are 
broken into eight phases of the business cycle and are 
analyzed in terms of whether the series is expanding or 
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contracting. Mr. Burns continually emphasizes the im. 
portance of the internal structure of change in con. 
trast to the over-all aggregative change. He does no 
slight aggregative activity, as is shown for example by 
his 1952 Report, which is devoted to the “instability of 
consumer spending.” In his 1953 Report, the author 
points out that recent fluctuations in aggregative ac. 
tivity have become less regular in duration, and impor. 
tant shifts have occurred in the internal structure of 
change. Some of these internal changes relate to the 
behavior of interest rates, wage rates, velocity of bank 
deposits, dividend payments, and private construction 
. 175). 
. The individual who wishes to apply to his business 
the wealth of information presented by Mr. Burns will 
probably have to use these essays as a sort of index. He 
can then go back to the original publications, which are 
carefully cited in the essays. In general, The Frontiers of 
Economic Knowledge is a worthwhile collection of widely 
scattered writings. It has something for the trained 
economist as well as for the informed business man, 
Furthermore, essays always have the charm that the 
reader may nibble at them without losing the thread of 
the argument. 
Dwicut P. FLANDERS 
Professor of Economics 
University of Illinois 


Financial Management 


Business Forecasting. Wilford J. Eiteman. (Ann Arbor, 
Mich.: Masterco Press, Inc., 1954. Pp. 67, $2.50.) 


A few months ago, I had some discussion with the 
executive vice-president of a corporation engaging in 
manufacturing a fairly broad line of electrical ma- 
chinery and allied products. During the preceding fiscal 
year sales had increased from $5,200,000 to $8,000,000. 
The business had been kept in exceptionally liquid con- 
dition at the same time this expansion in sales took 
place. No bank borrowings had been incurred. Current 
liabilities aggregating $800,000 at the end of the year 
consisted of current accounts payable, reserves for 
Federal income taxes and accruals. The cash account, 
however, had decreased during the year from $2,600,000 
to $800,000. The executive vice-president, who was 
skilled far more in production than in accounting or 
finance, could not understand that. If sales and profits 
had increased, why had the cash gone down? 

One answer to the vice-president’s problem would 
have been the preparation of a statement of sources and 
applications of funds. Another answer will be found in 
Business Forecasting, a little volume of 67 pages, con- 
cise, elementary, and written for rapid reading. To 
understand and grasp even the elementary facts in this 
volume, the reader must, nevertheless, have some slight 
grasp of the meaning, significance, and relationships of 
balance sheet and income statement items. The distinct 
contribution of this pamphlet is in showing how rela- 


tionships between balance sheet and income items may 
easily and simply be put in display in the form of charts. 
To the comptroller who must prepare his information in 
visual form so that the executive staff of a business or 
the board of directors may understand how and to what 
extent inventories must be expanded to handle increased 
orders, to what extent payables will expand as inven- 
tories are built up, to what extent receivables will in- 
crease as sales increase, and other direct line relation- 
ships, here is the answer. The pamphlet will also prove 
interesting and valuable to young students of account- 
ing, to embryonic credit men, and to entrepreneurs who 
for the first time are operating a business of their own, 
whether a manufacturing business, wholesale or retail. 

A brief chapter on the theory of charts is followed by 
five chapters on specific financial relationships, (4) 
sales, receivables, and cash receipts, (b) break-even 
graphs, (c) raw material inventories and accounts 
payable (d) cash disbursements for wages, and (e) re 
ceipts, disbursements and finished goods inventory. The 
study ends with a chapter on forecasting sales and an 
elementary chapter on forecasting the business outlook. 
The contribution of this volume is in its simplicity, and 
the fact that the central idea is the charting of relation- 
ships so that the results of the variation in the base 
figure are immediately translated into the changes of 
related item or items, As the author wrote in his intro 
duction, “... it should be emphasized that the pr 
mary object of this book is not to show how to forecast 
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business conditions but how to translate such forecasts 
into balance sheet and profit and loss figures for a spe- 


cific company.” 


Roy A. Foutke 
Vice-president 
Dun & Bradstreet, Inc. 
New York 


Investment Management. Harry C. Sauvain. (New York: 
Prentice-Hall, Inc. 1953. Pp. 488. $7.65.) 


This book is devoted to the study of personal invest- 
ment portfolios, and to the investment policies of banks, 
insurance companies, investment companies and fiduci- 
aries. The title of the book might lead to the assumption 
that all types of investments are being discussed, in- 
cuding real estate and life insurance. However, the 
author just mentions the non-securities investments; he 
is concerned only with securities. 

The first four chapters might be considered as intro- 
ductory; they deal with the broad problems of invest- 
ment, corporate and government securities and with 
the security markets. 

The next three chapters (pp. 97 to 159) discuss finan- 
cial risk, interest-rate risk, and purchasing-power risk. 
Four chapters (pp. 159 to 239) are devoted to the study 
of security yields, valuation and to the analysis of in- 
vestment requirements. 

The important part of the book and the most appeal- 
ing to this reviewer is contained in the four chapters 
(pp. 239 to 355) discussing portfolio construction and 
policies in management of portfolios. The remaining 
four chapters (pp. 355 to 469) deal with the investment 
policies of the various institutional investors. 

As this book is not meant to be a text on the analysis 
of financial statements, security analysis is treated only 
in @ cursory manner—essentially from the point of view 
of the individual investor engaged in dealings with pro- 
fessional analysts (p. 205). 

The nature of financial risk, i.e. of change in the finan- 
cial ability of issuers, interest rate risk, and the risk 
connected with the change in the purchasing power of 
the currency, is well presented and will certainly pro- 
vide good discussion material for class work. 

The discussion about the construction of the portfolio 
centers around the concepts of defensive and aggressive 
investment policies. Diversification is identified with 
defensive policies (p. 275), which are furthermore de- 
fined as conservative policies, aimed at minimizing risk. 
Aggressive policies are described as speculative policies, 
involving larger degrees of investment risk (p. 270). 
Concentration on one or a few issues is identified with 
aggressive policies. 

Under the heading of “Policies in Management of 
Portfolio” the author discusses timing, switching, dol- 
lar averaging, and investment in growth stock. There 
isno mention of venture capital, which might have been 
commented upon under the same or similar h 

The chapter on “Portfolio Management for Profit” 
stresses the importance of building a portfolio “with the 
combination of characteristics” (p. 351) which suits each 
particular investor or investing institution. With regard 
to chart readers it rightly mentions that the endeavor to 
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take advantage of the market fluctuations by trying to 
read “signals” indicating turning points is often fruit. 
less, as the signals come too late. 

The chapter about the particular investment policies 
of banks stresses their conservative characteristics. The 
chapter about life insurance companies emphasizes their 
defensive features. With regard to closed-end invest- 
ment funds and to fire insurance companies the author 
discusses their tactics with regard to the shifting from 
one type of security to another and the endeavor to seek 
profits from market price appreciation. “The commer- 
cial banks are mainly concerned about possible loss of 
principle of forced sale of government bonds, whereas 
the life insurance companies worry about the effect of 
interest-rate trends on investment income” (p. 467). 

This reviewer would like to have found a description 
of the legal requirements concerning each special field 
set up as distinct sections of chapters referring to banks, 
insurance companies, mutual funds, etc. This would have 
provided a good starting point for the instructor, who 
has to explain to his students that these institutions are 
not at liberty to devise their own policies, but have to 
conform to definite requirements. 

The author endeavors to introduce into the finance 
literature new abbreviations, similar to LIFO and FIFO 
used in accounting. MEB stands for minimum expense 
budget, IFOS for income from other sources, MIR for 
minimum investment requirement. “The amount by 
which the minimum expense budget (MEB exceeds 
income from other sources (IFOS) is the minimum in- 
vestment requirement (MIR)” (p. 218). If these ab- 
breviations are repeated in a few finance papers, they 
may become stock finance phraseology. 

There is certainly a need for a good textbook on In- 
vestment Management. Professor Sauvain’s book fills 
this need successfully.-The book is well planned and 
written in clear language and pleasing style. Every 
chapter is preceded by an outline and ends with a 
summary. The problems and questions for discussion at 
the end of each chapter are well conceived and consti- 


tute useful pedagogic tools. 
MIcHAEL ALBERY 
Associate Professor of Finance 
Boston College 


Investment Principles and Policy. Ralph R. Pickett and 
Marshall D. Ketchum. (New York: Harper and 
Brothers, 1954. Pp. 820. $6.00.) 


Professors Pickett of the University of Kentucky and 
Ketchum of the University of Chicago, the editor of the 
Journal of Finance, have produced a lengthy text in- 
tended for college courses in investment or in personal 
finance. The viewpoint of the individual rather than the 
institutional investor is emphasized. 

The first 182 pages present “The Background of 
Investment.”’ After two chapters largely given over to 
statistics relating to the supply of and the demand for 
investable funds, the reader is given a short course in 
corporation finance. A chapter on ‘Corporate Financ- 
ing” begins with the nature of the corporation, consid- 
ers its formation and control, methods of marketing 
securities, dividends and reserves, expansion, and re- 
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organization. In another chapter, the balance sheet and 
the income statement are described; two more chapters 
give an abbreviated treatment of stocks and bonds of 
the kind found in an elementary corporation finance 
text. 

Some general notions on investment selection are 
contained in two chapters which take up such matters 
as investment objectives, industry and company factors, 
and security provisions. The last chapter in the first 
section deals with sources of investment information. 

The second section constituting the bulk of the book, 
takes up “The Instruments of Finance.” Two chapters 
in this section are devoted to life insurance and annui- 
ties, a more extensive treatment of the subject than is 
generally given in investment texts. The discussion of 
life insurance is followed by two chapters on U.S. Gov- 
ernment obligations. In the second of these chapters, 
the student will find a description of each Federal agency 
which issues securities, including the Commodity Credit 
Corporation and the Reconstruction Finance Corpora- 
tion. 

Following a chapter on municipals, foreign securities 
are discussed. This chapter devotes 10 of its 30 pages to 
a history of American borrowing and lending abroad 
from the Colonial period to 1948. The authors take a 
less pessimistic view of the desirability of foreign obli- 
gations than other investment writers and advocate 
greater freedom of trade as a means of reducing the 
number of defaults on foreign bonds. 

Since the book is intended for personal finance 
courses, a chapter on “Real Estate and Commodity 
Investments” is included in which the problems of home 
ownership are covered in 16 pages. The reader who may 
have expected a discussion of trading in the commodi- 
ties market from this chapter title will be surprised to 
find that the treatment of “commodity investments” 
consists largely of references to the investment qualities 
of durable consumer goods and stamp collections. 

A chapter on common stock investment summarizes 
the well-known studies of the comparative performance 
over time of common stocks, preferred stocks and bonds. 
Passing references to problems of market analysis are 
included in the material on financial information and 
on business conditions. 

Finally, a chapter is devoted to analysis of each of 
the major types of private issuers: manufacturing, 
merchandising, mining, railroads, public utilities (two 
chapters), banks and fire insurance companies, and 
investment companies. For illustrative purposes, an 
analysis is made of an actual firm representing each type 
of issuer. These analyses are rather general descriptions 
of a successful company, its capital structure, earnings 
and dividends, and the market for its securities. One 
good device which will make such analysis more mean- 
ingful to the student is to compare two similar securities, 
apparently equally good investments at a given date, 
which subsequently show a striking divergence in per- 
formance. The analysis points up those differences in 
company financial structure which might account for 
this divergence. 

The treatment of investment companies is, in this 
reader’s opinion, the strongest chapter in the text. It 
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appears to have been written in rebuttal to Chapter {9 
in Plum and Humphrey’s /nvestment Analysis and Man. 
agement which stressed the comparative advantages of 
the open-end, as opposed to the closed-end, company, 
The authors cite a recently published study by Close 
which indicate superior performance by closed-end 
companies. This chapter derives its principal interest 
from the fact that it handles investment companies 
more analytically than most of the other subjects dis. 
cussed in the book, and that numerous illustrations of 
actual company performance are given. 

The last section, entitled ‘Investment Policy,” 
provides information on the mechanics of investment, 
government regulation and taxation, and the effect of 
business and political conditions on investments. The 
final chapter considers an investment program for the 
individual. Institutional investment policy is not given 
separate consideration because the text is designed pri- 
marily for individual investors. The reader, however, 
does acquire some notion of institutional investment 
problems incidental to other discussion in the chapters 
on life insurance, commercial banks and fire insurance, 
stocks, and investment companies. 

The most unusual chapter in the last section is one 
entitled ‘Political Risks in Investment.” The theme 
stressed is the possible detrimental effect of government 
activity on private investment. The authors urge that 
individual investors help to strengthen private enter- 
prise by encouraging free competition. It is suggested 
that 

‘Heavily regulated industries are especially vul- 
nerable to changes in political policy and attitude 
and, therefore, present greater political risks. The 
inventor seeking to minimize the chance of loss from 
regulation ought . . . to avoid this group.” 


Instead, 


“The intelligent, farsighted investor can promote 
his own interests by seeking commitments in those 
industries in which competition is strong. Ordinarily 
such industries enjoy more general public support 
and in a period of political turmoil suffer relatively 
less from political control.” 


Much as one may applaud the point of view underly- 
ing this advice, the individual taking it literally might 
come to grief in the short run by steering away from 
regulated public utilities and concentrating in some 
highly competitive industry such as textiles. 

The Pickett and Ketchum volume has more of a 
“liberal arts” general information flavor than most of 
the other recent texts. It is distinctive in the emphasis 
it places on the historical, political and economic sig- 
nificance of the topics discussed and on background in- 
formation in corporation finance and insurance, while it 
generally avoids a minute examination of the details of 
financial analysis. The level is approximately that of 
Clendinen’s Introduction to Investments or Jordan and 
Dougall’s Investments. If used in a personal finance 
course, it would probably need to be supplemented by 
materials on personal budgets, wills, trusts and estates, 
while a considerable amount of the corporation finance 
and investment material might be omitted. 
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The text may be found especially suitable for liberal 
arts students who have little or no training in corpora- 
tion finance and accounting but who wish an introduc- 
tion to the world of finance as it affects them as indi- 
viduals. 

Oscar HARKAVY 

The Ford Foundation and 

Syracuse University 


Cases in Corporation Finance. Theodore A. Andersen. 
(New York: Rinehart and Co. Inc., 1954. Pp. viii, 
89. $1.50.) 


This casebook was written by an economist with the 
Ford Motor Company for use in beginning classes in 
Corporation Finance. The orientation of the book is 
almost exclusively toward financing problems of the 
small and medium sized manufacturing firm. Under the 
following headings, the author presents twenty-eight 
individual case problems, each adapted to use for a day’s 
class assignment. 


Number of 

Problems 
Form of Organization 1 
Techniques of Financial Analysis 4 
Financing Long-Term Capital Requirements 8 
Financing Working Capital 9 
Valuation 2 
Reorganization and Combination 4 


The style of presentation is consise, simple and 
direct. Questions are clearly stated and require suffi- 
ciently detailed analysis by the student, without erring 


Book Reviews 


537 


in too great attention to unimportant facts. There is a 
solution manual for instructors. 

It is regrettable that the casebook shows evidence 
of a lack of attention to accuracy and detail. This is 
evidenced in Case I by errors in the transcription of 
Federal income tax rates and in the footnote advice to 
the student that personal exemptions be deducted before 
deducting the flat 10% to allow for donations, etc. 

Further evidence of inattention to details is shown 
in the solution manual. Generally, the solutions fur- 
nished by the author provide only a bare minimum of 
detail. In the solution to Case Problem III, for example, 
the author does not allow for bank interest on the addi- 
tional bank borrowings. Further, the assumption that 
the stock could be sold at its par value appears unrealis- 
tic. 
In the case following, that of the Capital City Power 
Corporation, the critical instructor would be surprised 
to find a public utility company without funded debt. 
The presentation of the Bell System balance sheet on 
pp. 32 and 33 is a further example of careless prepara- 
tion. Total liabilities are shown twice as $5,902 and 
$10,000, in a manner which would be confusing to stu- 
dents. 

These criticisms are based upon a brief examination 
of only a few of the cases presented. They do suggest 
that the instructor using Mr. Andersen’s casebook will 
find it necessary to check the author’s data and solu- 
tions carefully. 

Paut F. WENDT 
Associate Professor of Finance 
University of California (Berkeley) 


Taxes 


Monatt’s Tax Atlas. Samuel M. Monatt. (Albany, N. Y.: 
Matthew Bender and Company, Inc., 1953-54. Pp. 
c. 800. $17.50.) 


This work is best described as a manual for use in the 
preparation of Federal income tax returns. As befits a 
manual, the approach is highly practical, employing a 
method of presentation of the syllabus type. It is a loose- 
leaf volume, permitting the insertion of supplements to 
keep it up to date, with large-size (8311) pages and 
large type. 

About two-thirds of the Ailas is devoted to explain- 
ing the proper treatment of the many kinds of income 
and deductions, the tax problems peculiar to the several 
taxable entities, and points that must be considered and 
procedures to be employed in special situations. There 
are chapters on personal holding companies; on the tax 
problems of corporations, their officers and stockhold- 
ers; on the relative tax advantages of the corporate and 
hon-corporate forms of doing business; on tax-free 
reorganizations; on the handling of net operating losses; 
on the tax consequences of death; and on the opportuni- 
ties for taking an advantageous position at the start of 
a business enterprise. The instructions are brief and 
specific, frequently illustrated by examples and accom- 
panied, where appropriate, with filled-in facsimiles of 


sections of the return. The possibilities for tax-savings 
are pointed out where alternative methods of carrying 
out a transaction exist, or elections are available to the 
taxpayer. Cross references to the Code and the Regula- 
tions are made throughout the text and in the case of 
new developments or unusual situations, support is fre- 
quently given in the form of excerpts from the opinions 
of the Courts or from rulings of the Internal Revenue 
Service. 

The remaining third of the volume consists of filled- 
in specimen returns for an individual, a fiduciary, a 
partnership, and a corporation; a personal holding com- 
pany return; and an excess profits tax schedule. Each 
of these returns is accompanied by detailed, line by line 
explanation of the items entered, supplemented by ex- 
amples of the proper treatment of transactions or situa- 
tions differing from those reported on the specimens. 

There are chapters on estate and gift taxes, withhold- 
ing and social security taxes, a complete set of tax 
tables, and comprehensive check lists of income and 
deductions. The 38-page index seems to be adequate. 

The Afias should be a valuable tool in the hands of 
those new to the business of preparing income tax re- 
turns, or in the hands of practitioners who have only 
occasional assignments in this field. In the staff room of 
a public accounting firm it should save quite a bit of 
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time that might otherwise be spent in attempting to 
work out the best presentation of an unusual transaction. 
Emmett J. SULLIVAN 
Peterson, Sullivan & Wilcox 
Seatile 


Monatt’s Farmers Income Tax 1954. Samuel M. Monatt. 
(Chicago: Commerce Clearing House, Inc., 1953. Pp. 
180. $4.00.) 


This book is an outline of Federal income tax laws, 
rules and regulations as they pertain especially to farm- 
ers. The purpose of the book is twofold, i.e., as a source 
of aid to the farmer and as an outline reference for the 
professional tax practitioner. From the standpoint of 
the farmer, much is taken for granted as to his knowl- 
edge and basic understanding of tax terminology. Many 
of the words used in the tax laws have special meanings 
and are different from the general lay conception of 
such expressions. 

The check lists are of considerable value and use to 
the farmer in reminding him of the treatment of certain 
items for tax purposes. Some of these items, however, 
need qualifying and must meet specific requirements. 
There are several pages of examples of tax situations 
presented in filled-in tax forms. These are valuable to 
the farmer as a visual aid in showing him how to present 
the items on the different forms and schedules. Even 
with this aid the farmer would need to spend consider- 
able time studying the otherwise unfamiliar and complex 
presentation of the book before he could prepare his 
own tax return. 

The professional tax practitioner will find this book 
—written in the style and language with which he is 
familiar—very useful in his practice. The precise type 
of presentation in summary outline form is good. More 
reference to authority would enrich the book because 
the practitioner must use it only as a tool. It is almost 
void of legal references. 

Several of the sections in this book are excellent 
summaries and references for the practitioner. ‘Choice 
in Reporting Income and Expenses’ discusses the 
several elections available to the taxpayer in reporting 
certain receipts and disbursements. “Farm Capital 
Assets” adequately outlines the procedures and subse- 
quent results of Section 117(j) of the Internal Revenue 
Code, which extends capital gains provisions to breed- 
ing stock. It is pointed out that the advantage tax-wise 
more than offsets the additional work of the meticulous 
record keeping necessary to substantiate its use. The 
matter of adequate record keeping by farmers is perhaps 
one of the bigger problems encountered. The author 
lists the various types of information that should be 
kept by farmers on either a cash or accrual basis to sup- 
port the items on the tax return. It must always be kept 
in mind that the burden of proof rests with the tax- 
payer. 

Because of the increased emphasis which the Ameri- 
can society places upon social security, agricultural em- 
ployers have now entered another field of bookkeeping 
and reporting. As most farmers keep their own payroll 
records and file their own payroll tax returns (including 
state withholding such as we have here in Oregon), they 
are surrounded with the rules and regulations of social 
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security and withholding. This is where definition of 
terminology is of utmost importance. I feel the author 
could have dealt more fully with the social security sep, 
tion of his book. The $50, 60-day test can be very cop. 
fusing to the farmer and certainly requires much recon 
keeping. 

The general format and presentation of the book are 
excellent for the professional tax practitioner but of 
somewhat less value to the farmer. Coverage of the sub. 
ject is adequate and well presented. The book is welj 
worth inclusion in the practitioner’s reference library, 

L. Don Hunsaxeg 

Bowers, Davis and Hoffman 

Salem, Oregon 


Monatt’s 1954 Guidebook to New York State Income Tases, 
Samuel M. Monatt. (Chicago: Commerce Clearing 
House, Inc., 1954. Pp. 264. $5.00.) 


The student and the tax practitioner whose interests 
include New York state taxes will find this fourth edi. 
tion of Monatt’s Guidebook an excellent teaching tool 
as well as a ready reference book. 

In his Foreword Mr. Monatt emphasizes the impor 
tance of saving state tax dollars as well as federal tar 
dollars. The instructions to the various returns includea 
comparison of the corresponding items with the treat 
ment provided in the respective federal returns. This 
explanation of the relationship between the New York 
and the federal tax laws serves a dual purpose in facili- 
tating both tax planning and the preparation of federal 
and New York returns. 

This edition like the previous one includes specimen 
return forms for individuals, estates and trusts, unin- 
corporated businesses, and resident and non-resident 
partnerships, each helpfully filled-in and explained in 
detail. Like past editions, it includes a convenient “1954 
Tax Calendar,” check lists of taxable, non-taxable, de 
ductible and non-deductible items, and a detailed top- 
ical index. 

A new feature of the book includes “Instructions for 
Form IT-115—Federal Changes.” Thissection detailsthe 
report which must be submitted to the State Tax Com- 
mission upon a redetermination of net income by the 
Commissioner of Internal Revenue. It provides a spec 
men Form IT-115 with complete instructions for the 
preparation thereof. Also included is a summary of steps 
in applying for a refund or a hearing on an application 
for revision or refund of a tax. 

It hasalways been this reviewer’s opinion that the New 
York income tax regulations are extremely mysterious 
and vague due to lack of published information con 
cerning their interpretation. Mr. Monatt’s Guidebook 
has done a great deal in clarifying and outlining 
the various instructions for personal, partnership and 
fiduciary problems. 

Like any state tax publication, this book has limited 
circulation. This perhaps explains the increase in price 
from $3.00 to $5.00. It is still worth the price. It is hoped 
that Mr. Monatt will continue to keep it up-to-date 
with the always-changing tax regulations. 

Horace J. LANDRY 
Assistant Professor of Accounting 
Syracuse University 
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1954 Guidebook to California Taxes with Special Em- 
phasis on Relationship to Federal Taxes. Russell S. 
Bock. (Chicago: Commerce Clearing House, Inc., 
1953. Pp. 287. $3.50.) 


The 1954 edition of Bock’s Guidebook to California 
Taxes for the fifth time repeats the successful accom- 
plishment of its modest objectives. Starting with the 
premise that the reader is familiar with federal tax laws, 
he proceeds (1) to give a general picture of the impact 
and pattern of all California taxes, (2) to provide a 
quick reference work for four taxes (personal income, 
corporate income, gift and inheritance), and (3) to 
elaborate on differences between California and federal 
tax regulations. 

The author, a practicing California Certified Public 
Accountant associated with the Los Angeles office of 
Emst and Ernst, has also done academic work as a 
part-time Lecturer in Tax Accounting at the University 
of California, Los Angeles. He is well qualified to pre- 
pare this useful and practical handbook. 

Major emphasis is placed on the personal and cor- 
porate income taxes. Each topicis preceded by both a 
Federal-California and a California-Federal cross refer- 
ence table. Herein are found appropriate code numbers, 
topical titles, a statement whether the two laws are the 
same or different, and a paragraph citation for the dis- 
cussion in the guidebook. For quick reference, a table 
of contents precedes each chapter. 

The personal income tax section, which receives the 
best coverage, reveals many important differences be- 
tween the federal and state laws. Most of the tax ques- 
tions faced by the practitioner are lucidly discussed, and 
the section appropriately concludes with an illustrative 
tax return. (The California Individual Income Tax Re- 
turn for 1953 was drastically revised, making it com- 
parable in layout to the federal form 1040.) 

Although the state and federal income tax laws are 
very similar in nature for average wage earners, in more 
complicated areas the differences probably outweigh 
the similarities. Variances occur not only in the filing 
date (April 15), the tax rate (graduated from 1% on the 
first $5,000 to 6% on the amount over $25,000), and 
the personal exemptions for a family ($3,500 plus $400 
per dependent), but also in many of the income and de- 
duction items. For example, earnings of a minor belong 
to the parents as community property (unless the child 
has been emancipated). Interest on bonds of other 
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states and municipalities is mot tax-free. Capital gains 
and losses are taken into account on a sliding scale 
basis, ranging from 100% to 30% for items held from 
one year to ten years, respectively. In the case of de- 
ductions, California allows deduction of federal excise 
taxes imposed on the consumer, but not excise taxes 
imposed on the retailer. Both the contribution and 
medical expense limitations are more liberal than the 
federal. 

These few illustrations of income and deductible 
expense differences, indicate the useful function that 
the Guidebook quickly performs. By examining the 
“same” or “difference” column of the cross reference 
table, one can readily perceive whether or not further 
study is required. When the two laws are identical, ade- 
quate knowledge of the federal laws will suffice. When a 
difference exists, either Bock’s discussion or the code 
reference may be pursued. 

If the book is subject to criticism it is because it does 
not do more than it purports to do. The sections on sales, 
property, auto, and unemployment taxes are quite brief, 
because the author feels that they are of less interest to 
the tax practitioner. However, simple questions this 
reviewer has been asked—for example, whether sales 
taxes must separately be stated, whether all the sales 
tax collected (if kept separate from sales) must be re- 
mitted to the state, etc.—are omitted entirely. A half- 
dozen pages per topic presents too sketchy a picture. 

In summary, Bock’s Guidebook is a useful timesaver 
for one familiar with federal laws in answering relatively 
simple state income, inheritance, and gift tax questions. 
Special emphasis is placed on the significant differences 
between the federal and state laws. A quick cross refer- 
ence to California code sections is provided for detailed 
pursuance of a topic. The coverage of taxes other than 
those on income, gifts, and inheritance is unfortunately 
light, but according to the author’s design. Were these 
topics filled in as fully as the income tax sections, the 
book would more than adequately live up to its title. 
California and other practicing accountants and pro- 
fessors alike will find this to be a valuable time-saver 
and a useful addition to their tax libraries. The publisher 
also provides guidbooks of several other state tax sys- 
tems. 


Donatp A. Corsin 


Assistant Professor of Economics 
University of California (Riverside) 
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An Informal 


PLACEMENT EXCHANGE 
Will Be Provided At The 
1954 ANNUAL CONVENTION 
At Urbana, Illinois 
For TEACHERS 


Who Wish A New Position 
And SCHOOL ADMINISTRATORS 
Who Need Teachers For Their Staffs 


Members, Associates, And Nonmembers May Register 
for placement service this spring, summer, or at the convention 
No Fee 


Registration Blanks May Be Obtained From: 
PROFESSOR ARNOLD JOHNSON 


Graduate School of Business Administration, New York University 
90 Trinity Place, New York 6, N.Y. 


SUBSCRIPTIONS 


to the 
ACCOUNTING REVIEW 


$5 PER YEAR 
$5.50 Outside of the Continental United States 


The ACCOUNTING REVIEW is a quarterly publication, with issues in January, 
April, July, and October. Your first issue should reach you in about three weeks from 
the date of your order. Individuals may apply for full membership, which includes a 
subscription, if they prefer. 


WRITE FOR A SUPPLY OF BLANKS 


AMERICAN ACCOUNTING ASSOCIATION 
College of Commerce and Administration 
The Ohio State University 
Columbus 10, Ohio 
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